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A Public Hearing on Accounting for Equity Securities held 
by the Accounting Principles Board of the American Institute of 
Certified Public Accountants at The Waldorf-Astoria, New York, 
New York, convened in the Hilton Room at ten o'clock. Mr. Philip 
Defliese, Chairman of the Board of the Institute, opened the meeting.
MR. DEFLIESE: Good morning, gentlemen! Welcome to the 
first public hearing conducted by the Accounting Principles Board 
of the American Institute of CPAs.
The subject, as you know, is accounting for investments 
in equity securities.
Before we proceed I'd like to introduce myself. I'm 
Philip Defliese, Chairman of the Board, and a partner of Lybrand, 
Ross Bros. & Montgomery.
I'd like to introduce to you the Committee on Marketable 
Securities that will be directing this hearing. I’d like each of 
them to stand, so that they can be recognized for the record:
George Catlett, of Arthur Andersen, who is Chairman of the 
Committee, and he's assisted by Arthur Wyatt, one of his partners;
Don Bevis, Touche, Ross & Co.;
Charles Maurer, of Alexander Grant, representing Louis 
Kessler of that firm;
Emmett Harrington, of Haskins & Sells;
And Charles Horngren, Professor at Stanford University.
We have also invited members of the Board to participate 
in the proceedings to the extent feasible under the limitations 
that we have, and a large number of the Board members have accepted 
that invitation. I'd like to introduce them to you, or their 
representatives:
David Norr, of the First Manhattan Co., who is a finan­
cial analyst;
John McClare, of S. D. Leidesdorf & Co., representing 
Bob Hampton of that company;
Henry Hill, of Price Waterhouse, representing George Watt 
of that firm;
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Harry Reiss, of Ernst & Ernst, representing Newman 
Halvorson of that firm;
Robert Ferst, of Laventhol, Krekstein, Horwath & Horwath;
Don Hayes, representing Frank Weston of Arthur Young & Co 
Joseph. Cummings, of Peat, Marwick, Mitchell & Co.
We also have up at the dais our Executive Vice President
of the American Institute, Leonard Savoie, and our Director of 
Research, Reed Storey, and our Administrative Director of the Account­
ing Principles Board, Richard Lytle.
A complete stenographic record is being taken, and copies
of the transcript, including all papers presented and exhibits, will 
be made available to anyone upon payment of a fee yet to be deter­
mined, which is designed, of course, to defray costs.
While the procedure is somewhat of an innovation, I’d like
to point out that the Accounting Principles Board has in the past 
held symposiums of a similar nature whenever it undertook considera­
tion of a major issue. They were, however, not open to the public, 
and were restricted to interested organizations that were invited 
for that purpose. No public record, of course, was made available, 
and it’s interesting to note that a symposium on marketable secur­
ities was held approximately a year ago.
In this proceeding we invite anyone who has an interest
in the subject to participate. Many organizations, companies, 
professional firms, and individuals have responded and will appear 
in the form of prepared orientations, which will be made a part 
of the record, and in person to make oral presentations. Those 
appearing personally will be asked to respond to questions posed 
by the members of the Accounting Principles Board. They will, un­
fortunately, be requested to limit their oral presentations to 
summarizations or to commentary or rebuttal regarding the presenta­
tions of others. The prepared papers will not be read into the 
record, but will be an integral part of the record.
Actually, we have gone one step beyond the normal pub
hearing procedure by having the papers available for public inspec­
tion prior to the hearing. The purpose of this was to obtain a 
broad spectrum of commentary, so that those appearing could comment 
upon the positions of others,
Unfortunately, due to the time limitations, all speakers
will be limited in time, and it will be impractical to entertain 
questions from the floor. However, if subsequent commentary calls 
for clarification or rebuttal by a previous speaker, it will be 
permitted within limits.
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Mr. George Catlett, who is the Chairman of this Committee 
will direct the proceedings and open the questions for his Committee; 
and the other Board members will be invited to ask questions. While 
the Committee members will ask directly from their table, the Board 
members will write out their questions, and I will collate them and 
screen them, in order to avoid implication and to present them in 
the proper sequence, and Mr. Catlett will do the questioning.
Now, a limited number of copies of the papers presented 
for the record are available in the rear where those organizations 
that have prepared the papers have provided additional copies. I 
think you should again recognize that if you request a copy of the 
published record, you will receive copies of all the documents 
involved.
This procedure of a public hearing., so to speak., is not 
intended to replace the other procedures normally followed by the 
Board in the formulation of an Opinion. This means that interested 
organizations will be kept abreast of the Board’s deliberations 
which follow these hearings, and they will be asked to comment on 
tentative conclusions reached and to meet with the Committee for 
further discussions.
Ultimately, an exposure draft will be approved by the 
Board and given wide public distribution, just as we do with all 
other Opinions. At that point all interested parties will be asked 
to comment on the draft. I think it is a little known fact that 
these comment letters are also public information pieces, unless 
confidentiality is requested -- but this is rarely done.
After consideration of the comments that will be received 
on the exposure draft, the Board will finally issue an Opinion, and 
we’re hopeful that this process will be completed on this subject 
by the end of the year.
The subject of this hearing has rather wide-ranging im­
plications. It will affect the financial statements of insurance 
companies, broker-dealers, banks, conglomerates, not-for-profit 
institutions with investment portfolios, and industrials and many 
other companies, and, of course, the subject is more amply des­
cribed in the memorandum which was prepared by the Committee and 
which you will find on the back table. This memorandum is essen­
tially a part of this record.
It should be noted that ordinarily an equity holding of 
20 percent or more would be covered by Opinion No. 18, just 
recently published, requiring that the equity method must be ap­
plicable in certain instances. Also, debt instruments, including 
convertible debt, will not be covered by this proceeding. Amor­
tized historical cost is the usual basis on which such securities 
are reported, and the Board has no present intention of changing 
this. However, we will not rule out any comments on this subject 
if it is considered relevant by any participant.
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The Board recognizes that many companies already present 
equity securities at market value in their balance sheet; notably, 
the insurance companies and investment companies. The major issue 
with these, as with others, is the treatment of realized and un­
realized gains in the, income statement. This bears on the funda­
mental issues of valuation and realization, and the Board may depart 
from historical concepts in seeking a solution to this problem.
It should be remembered that accounting theory is in a 
constant state of evolution, changing as the needs of business 
require, in order to be more realistically a portrayal of economic, 
fact. However, while the Board keeps an open mind on new concepts, 
it recognizes the need to see that its pronouncements are capable 
of practical implementation. It is for this reason that these 
hearings are designed. We are desirous of obtaining all the imput 
in this area, especially the results of practical research and 
experimentation, and we're certainly pleased at the response we 
have received thus far.
I can assure you that the Board will give careful consid­
eration to all that transpires during these hearings. The hearings, 
as you know, extend for two days -- today and tomorrow -- and the 
Board will receive papers and welcome participants until the last 
minute. However, priority will be given to those who have given 
advance notice of their participation.
I’ll now turn this over to George Catlett.
CHAIRMAN CATLETT: We will conduct the hearings in a some­
what informal manner, the principal purpose being to get the views 
of all interested parties and organizations.
The first section of the hearing is going to relate to 
the insurance industry, and this section may take all day. The 
insurance industry is probably affected more than any other single 
industry, and so we want to be sure we give it adequate time.
The first participant to be heard is the American Insur­
ance Association,
MR. T. LAWRENCE JONES: I’m T. Lawrence Jones, the Pres­
ident of the American Insurance Association, and I’d like to intro­
duce my colleagues that are with me:
First, Mr. Robert H. McMillen, who is Chairman of our 
Committee on Accounting at the American Insurance Association, and 
Vice President - Actuary, Travelers; Mr. Robert Files, with The 
Chubb Corporation of New York; Douglas Britton, of the St. Paul 
Insurance Group -- both of whom are members of cur Committee on 
Accounting; and Mr. Ray Hughes of the American Insurance Association, 
who serves as Secretary of our Committee on Accounting.
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The American Insurance Association strongly supports the 
reporting of equity securities on the balance sheet at fair market 
value. This has been the established practice of the property 
casualty insurance companies for many years. We have no reason to 
think that it is not appropriate for other industries.
The American Insurance Association strongly and firmly 
supports the two-statement presentation method of reporting changes 
in the market value of equity securities. The two-statement pres­
entation method would come within paragraph 17-d of the background 
issue paper prepared by the Committee on Accounting for Equity 
Securities, or Marketable Securities, of the Accounting Principles 
Board, and was prepared for this hearing, and is entitled "Account­
ing for Investments in Equity Securities," other than by the equity 
method.
The American Insurance Association strongly and firmly 
opposes the reporting method described in paragraph 17-a of the 
background paper described above, which would recognize changes in 
market value as gains and losses in income when the changes occur. 
It is strongly urged that the property casualty insurance industry 
is sufficiently unique that a different reporting method for changes 
in market value would be entirely justified, as compared to the 
method or practice for any other industry.
As an Association, we wish to commend the American Insti­
tute of Certified Public Accountants for the procedure they are 
following in approaching these important and complex subjects. We 
are grateful for the opportunity to express our view, both in 
writing and orally.
Mr. Catlett, I would like to ask Bob McMillen and 
Mr. Bob Files each to make an additional statement.
CHAIRMAN CATLETT: Before you do that, would you mind 
briefly reviewing what the American Insurance Association is and 
who you represent -- what companies?
MR. JONES: We represent over one hundred property casu­
alty insurance companies, which are generally the older and larger 
companies. They have, basically, historically been the capital 
stock companies, using an indepentent agency system of distribu­
tion. Did you want the names, or--?
CHAIRMAN CATLETT: No, that’s enough.
MR. JONES: If I can turn it over the Mr. McMillen--
MR. ROBERT McMILLEN: My name is Robert McMillen, and I’m 
Vice President and Actuary for The Travelers insurance companies. 
Today I will be speaking as Chairman of the Accounting Committee of 
the American Insurance Association.
6
Mr. Jones, the President of our Association, has just
outlined our position relating to the reporting of equity securi­
ties. The philosophy and underlying reasons on which this position 
is based are clearly and completely described in the paper which we 
submitted to the Accounting Principles Board. However, there are 
certain aspects of this problem which are so important that I would 
like to take a few minutes to review them with you.
Accounting for equity securities has very significant
effects for insurance companies. There are few if any other indus­
tries affected to the same extenúo Insurance companies invest in 
equities in order to obtain favorable investment returns over a 
long period of time, and they do not invest -- and, in fact, in 
some instances are prohibited from investing -- in these securities 
for short-term speculative purposes.
Insurance companies invest large amounts in equities
For many companies the carrying value of equities in the portfolio 
is measured in hundreds of millions of dollars, and for some com­
panies the amount may approach or even exceed a billion dollars. 
The capital gains and losses arising from these large portfolios 
are sizable, and fluctuate widely from year to year. The largest 
portion of these capital gains is unrealized.
It is apparent that this problem of accounting for equity
securities cannot be viewed lightly by the insurance industry. Per­
haps the most difficult portion of this accounting problem is the 
assignment of these capital gains and losses to the proper accounting 
period. A comparison of characteristics of fixed income obligations, 
such as bonds, with that of stocks clearly illustrates this problem.
The purchase price of a bond is determined so that the
investor will achieve a certain determinable yield over the life of 
the investment. At the time of purchase the interest payments, or 
coupon amounts, are known, and there are definite commitments that 
such payments will be made. The period of the investment is readily 
determinable, and the appreciation can easily be computed by com­
paring the maturity value with the cost. Thus it is a simple matter 
to not only assign the interest payments but also the precise por­
tion of the appreciation attributable to any one accounting period 
in a manner consistent with the underlying philosophy and objectives 
under which the investment was made.
For common stocks the situation is entirely different
There is no single rate of return which serves as the basis for 
determining the cost. There is no commitment that the dividend will 
be paid each year. The length of the investment period is indefi­
nite, and the ultimate amount of the appreciation is not determinable. 
Therefore, it is impossible to accurately assign among an unknown 
number of accounting periods appreciation which cannot be determined, 
although a number of methods for accomplishing this have been sug­
gested.
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One method includes as part of net income only the real­
ized portion of capital gains and losses attributable to equitable 
securities. Thus it is implied that all such gains and losses over 
a long period of time become part of the earned income at the 
instant a sale is consummated. We know this is not correct.
Another method includes the net income and both realized 
and unrealized capital gains and losses as they occur. This implies 
that the instantaneous market values at the beginning and end of 
the accounting period have a significant relationship to the long­
term investment policy. We know this also is not correct.
Then, finally, there is the formula basis by which these 
capital gains and losses are included in net income. This method 
creates an appearance of accuracy which is more apparent than real, 
and tends to camouflage with mathematical detail the real problem 
of assigning income to the proper accounting periodo
There is even some disagreement among advocates of this 
method. Some, in order to reflect long-term trends, favor a form­
ula involving a long period of time — say, ten or fifteen years. 
Others feel that a formula involving, say, more than five years 
tends to obscure current trends, but they recognize that a formula 
involving less than five years -- say, three years -- encounters 
problems because of severe annual fluctuations.
Because of the nature of these gains and losses and the 
associated common difficulties, there has never been the same degree 
of creditability attached to capital gains and losses as has been 
attached to income arising from other courses. For example, finan­
cial analysts, when assessing the potential of a corporation, often 
give little or no weight to the appreciation in equity securities. 
It is apparent from the position taken by the various insurance in­
dustry associations that most managements favor a separate statement 
approach in reporting capital gains and losses. Regulatory author­
ities often require the subsequent reporting of capital gains and 
losses in financial statements.
These are some of the considerations which led our Asso­
ciation to take the position that appreciation of equity securities 
is a part of total gains, but the characteristics of this portion 
of our reports are so different from the characteristics of that 
portion derived from other sources that it should be reported 
separately, so that meaningful analysis can be made.
MR. JONES: Now we'd like Mr. Robert M, Files, of The 
Chubb Corporation to make a presentation.
MR. ROBERT M. FILES: Thank you, Larry.
I'm appearing here as Chairman of the American Insurance 
Association’s Accounting Subcommittee on Equity Securities and also 
on behalf of the undersigned companies which support the position 
of the American Insurance Association. This presentation, I believe, 
Mr. Chairman, you received this morning.
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I would like to talk very briefly about a few points that 
are not in the paper, and to elaborate on a few others. The first 
point is the matter of who invests in equity securities. Public 
information made available to me indicates that approximately 35 per­
cent of all equity securities traded on the N.Y. Exchange are invested 
in by nonindividuals, including bank administered trust funds.
Further analysis of this figure shows that almost all in­
vestments in equity securities are made by business entities known 
in the financial community as institutional buyers. Of these insti­
tutional buyers, the investment companies and insurance companies 
are the only companies that are traded in the marketplace.
With this picture of how much an investment in equities 
the insurance industry has compared with other industries, I would 
like to comment briefly on what was indicated in the paper on 
accounting for equity securities prepared by the APB committee in 
regard to the "present general practice." If I had been asked to 
write that part of the paper, I would have been inclined to say 
that the present general practice for business entities that do not 
generally invest in equities is to state them at cost -- historical 
cost — in the balance sheet and take the increase or decrease in 
appreciation into income when realized, if they have any. The pres­
ent general practice for business entities, or those that make up 
the biggest part of the companies that invest in equities., is to 
take them into the balance sheet at fair market value, and account 
for the change as the American Insurance Association is proposing. 
In essence, then, what we are proposing already is the present gen­
eral practice, for those companies that invest in equities,
Mr. Jones mentioned that the insurance industry is differ­
ent, and I would like to elaborate somewhat on that, We are differ­
ent for two reasons. As previously mentioned., we are different be­
cause of our substantial investment in equity securities, and out­
side of the investment companies, to my knowledge, the only business 
entities that have a substantial investment in equities.
It is my understanding that the presentation for financial 
reporting of mutual funds -- investment companies -- is still deemed 
satisfactory -- what we are proposing here is very similar to that, 
and only rightfully so, in view of the large investment in equity 
securities.
The insurance industry is different not only because of 
this., but also because of the magnitude of such investments with 
respect to and relation to the overall operations, I would like 
to draw your attention for a momento gentlemen, to Exhibit II of 
the AIA position paper. We distributed this morning, a single page 
which shows in column 8 the percent of net investment gains in re­
lation to the sum of net income, as we define it, and net investment 
gains, and it ranges from 9 percent in 1960 on the profit side to 
percent on the profit side. On the loss side it ranges to almost 
400 percent.
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Those are some very large numbers, and demonstrate the
magnitude of the matter and what we are talking about as it applies 
to the insurance industry.
For those two reasons we feel we are different.
There are three other proposals that have been mentioned
in the presentation of the APB committee on Marketable Securities. 
The first one is to include the realized and unrealized in income 
as they occur. Once again I would like to refer to Exhibit II, and 
in the AIA position paper we have mentioned in two or three in­
stances that net investment gain primarily consists of unrealized 
gains and losses and I would like to explain briefly why we say that.
In Exhibit II, if you refer to the year 1968, we have a
net income of 9.00 hundreds of millions of dollars, and we have a 
realized gain of 3.36, and an unrealized gain of 8.42. Referring 
to the 8.42, while it isn’t 100 percent true, I’m using it as an 
example. If a security is sold within the year at the same price 
that it was carried at the preceding December 31 there is no change 
in appreciation during the year for that security. When it is sold, 
however, there is an unrealized loss which is identical to the 
realized gain. And so the 8.42 figure can be further analyzed as 
consisting of 3.36 unrealized loss on securities sold during the 
year and 11.78 unrealized gain on securities held. That 11.78 is 
the same amount that you will find in column 6, which is headed net 
investment gain.
If this is added to net income, we are adding an amount
which may be several times larger, and which is comprised almost 
totally of unrealized gains or losses.
The second method that I believe is referred to in the 
paper is referred to as a yield, or the formula method. In the 
formula method we have the same problems of bringing into income an 
amount of unrealized gain or loss, or paper profit, and also the 
additional problem of reporting in the current year part of the 
unrealized gains or losses of the previous year, the year before 
that, the year before that, and depending on the formula, five, ten, 
or fifteen previous years. We are also deferring to future years 
most of what happened during the year.
The third method I would refer to as the "realized only"
method. I don’t want to elaborate any more on the possibility of 
managing earnings under this method. Enough has already been said 
about that. In some of the papers I have read supporting this 
type of financial reporting, I find that they refer to this method 
as one that is in accordance with generally accepted accounting 
principles.
The fire and casualty industry originally reported ad­
justed earnings which were not certified, but which later, as far 
as the Securities and Exchange Commission was concerned did require 
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an Opinion, and these adjusted earnings have always excluded realized 
gains from the bottom line which was reported in an accountant’s opin­
ion in accordance with generally accepted accounting principles.
In later years we find that some companies in reporting
their financial operations have shown in their income statement a 
bottom line which reads a "net income and realized gain or loss." 
Realized are still excluded from net income. However, in still more 
recent years companies have been reporting a bottom line in the state­
ment of income which reads "net income," and in which equity securi­
ties are carried in the balance sheet at market., and the realized 
gains are included in income.
I’d like to ask the question: Where is the substantial, 
authoritative support for this type of financial reporting? If the 
equities had been included at cost, I would agree that it was GAAP 
for non-insurance companies, but I have been unable to find any 
substantial, authoritative support for including equity securities 
in the balance sheet at market and including the realized in income.
In the course of the numerous meetings, two questions have 
been raised in regard to our presentation. The first one: realized 
gains or losses will never go through the income account. The sec­
ond question: How do you account for equity securities in a non­
insurance holding company?
I would like to direct myself first to the second question
As we have said in our paper, a two-statement presentation is the 
only way in which we may present fairly the operations of an insur­
ance company because of the overwhelming magnitude of net investment 
gains and losses.
The same thing is true of any entity. If any company had
a material investment in equity securities to the extent that to 
include any investment gains or losses in net income would render 
the financial statement meaningless, then such gains or losses 
should be shown in a separate statement.
Solving that problem, we get back to the matter of some­
thing not going through the income account; and. while I would agree 
that this would be nice to do, I feel that if to do so would render 
the statement meaningless, I think this would have to take a back­
seat to fair presentation, which is our real objective.
In closing, I would just like to say that, as to the
American Insurance Association and others who have studied this 
problem for a long time, matters are coming up all the time -- even- 
today and yesterday that still need further consideration. For ex­
ample, we have not -- and I’m speaking now for the companies that 
are listed here -- have not really been able to devote all of the 
time necessary to the matter of whether all equity securities should 
be included at market, or whether there should be a different recog­
nition of the preferred stock. I would only like to ask and hope 
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that your Committee, Mr. Catlett, would give thorough and in-depth 
research to the entire matter of accounting for equity securities 
before any decision has been reached.
MR. JONES: Mr. Catlett, that completes our oral presen­
tation to you, but we are prepared to endeavor to answer any ques­
tions that your Committee has, or that the Committee generally has.
CHAIRMAN CATLETT: Well, I think we will have quite a few 
questions, and we’ll proceed with those now.
I might just say in a preliminary way that in the various 
question periods we will try to ask very searching questions, in the 
sense of trying to get the entire story on the record. We want not 
only the position of each of the various parties and groups, but the 
reasoning supporting each position. So if we do ask certain ques­
tions, it’s not that we’re debating or arguing the point; we are 
trying to get all the views out on the table.
I might ask you first, as far as your organization is 
concerned -- I assume that this is not a unanimous position of all 
of the member companies. Would you characterize it as a majority 
position ?
MR. JONES: It’s a very substantial majority. We are 
unanimous in opposing the concepts contained in your paragraph 17-a, 
which is reporting gains and losses in income as they occur.
CHAIRMAN CATLETT: Realized and unrealized -- you are 
unanimous on that?
MR. JONES: We are unanimous on that. We are unanimous 
that we continue to process the reporting in balance sheets at mar­
ket value.
The vote and the position we have taken on paragraph 17-d 
was 16 companies, or units -- 16 groups -- for that position, and 
three for two others -- two for another position, which would have 
been your 17-b and one for 17-c.
CHAIRMAN CATLETT: Is this your Executive Committee, or 
your Board of Directors or what? You mentioned that you have 100 
member companies.
MR. JONES: This is our elected Executive Committee, and 
it contains insurance groups, and those 19 units represent more 
than 19 companies. Our major companies are represented there, as 
well as some of our smaller companies, and it is our chief Policy­
making Group, and we have kept the others advised of developments.
MR. FILES: Could I just add a little something to that, 
while we’re on the subject?
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The presentation that we made this morning is supported 
by 80 percent of the Executive Committee. Further, of all those 
companies that replied to inquiries as to their position, including 
life and nonmembers of the American Insurance Association which are 
all listed here, 71 percent support this same presentation -- which 
I think is a significant factor and gives some sort of an idea for 
the feeling on this within the overall insurance industry.
CHAIRMAN CATLETT 
in which your position was
I wanted to have recorded the manner 
determined.
I would like to go through a series of questions, and, 
Mr. Jones, I will ask a question, and then you can either answer it 
yourself or designate whom you would like to answer it.
I. think, first, it might be advisable to explore the 
nature of the investment activity in a fire and casualty company. 
I assume that you consider that activity as an integral part of 
the insurance business, Is that correct?
MR. McMILLEN: I think there is probably more than one 
view on this, in view of the fact that we are talking about equity 
securities. Generally speaking, I think it is felt that the equity 
securities are purchased for the so-called corporate account. Fixed 
income obligations are more or less reserved for funding policy- 
holder liabilities. So from that viewpoint I don’t think I would 
necessarily put equity securities in that category.
CHAIRMAN CATLETT: Are you saying the whole investment 
operation involving equity securities is not involved in the insur­
ance business?
MR. McMILLEN: I wouldn’t say it has nothing to do with 
it. It’s for the corporate account, and as such the appreciation 
is included in surplus, which provides a basis on which we can write 
business. So it does have a direct relationship to the business.
CHAIRMAN CATLETT: Well, I think this is something that we 
need to establish. There may be others who want to express differ­
ent views. We have to establish whether or not this investment op­
eration involving equity securities is part of the insurance business. 
The statement has sometimes been made that the companies are in two 
lines of business, the insurance business and the mutual fund busi­
ness; and I have heard people in the industry say that’s not true 
at all. So this is rather important to our consideration of the 
problem as it applies to the insurance industry.
MR. FILES: I would go a little further than what
Mr. McMillen said. I don’t think there is any question that invest­
ments are part of the insurance operations. We receive premiums 
every day and the investment of these premiums -- investing the re­
serve is the way we refer to it -- is an integral part of the insur­
ance business.
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CHAIRMAN CATLETT: Dividends received are related, but is 
it not generally true that in recent years the industry as a whole 
has more or less broken even on underwriting operations, and most 
of their income has been from investment operations?
MR. FILES: I’d like co clarify that. We do use the term 
underwriting gain or underwriting income. That is only part of our 
insurance operations. We report our insurance operations in two 
pieces -- one underwriting income and the other investment income. 
The sum of these is reported as our net income, and which we feel 
is representative of the results of our operations.
CHAIRMAN CATLETT: The reason I ask the question is that, 
in discussing this question with various people in the industry, it 
tends to get all mixed up. Some assert that for certain purposes 
the investment in equity securities is part of the insurance busi­
ness, and for other purposes it is not part of the insurance busi­
ness. Other people say that there are two operations, the insur­
ance business and a mutual fund. Then, some people say that's com­
pletely wrong, and it’s all one business.
That’s what I’m trying to clarify here, and I haven’t 
heard a very clear answer yet.
MR. FILES: Well, which came first, the chicken or the 
egg? Excluding the initial capital investment that was put in when 
the company was formed, every piece of investment income originated 
from the premium dollar.
CHAIRMAN CATLETT: Do you have any other comments? As I 
say, we haven't had a clear answer, it seems to me, as far as invest­
ment activity being a part of the insurance operation -- it is or 
it isn’t.
MR. JONES: Mr. Catlett, if I can go back to what 
Mr. McMillen said, it is distinctly the philosophy of our people 
that we are in the insurance business.
Now, I think the proper way to do what Mr. McMillen said 
is, buying the investments in equity securities is so different in 
character and kind from the other part of our insurance operations -- 
that is, the underwriting risks and the operations of the part of the 
investment portfolio that is easily attributable to a period -- that 
we have separated it, and we think that it is more meaningful for 
anyone who looks at the insurance company operations to have that 
division made into two statements, and that’s the reason for our 
two-statement approach.
CHAIRMAN CATLETT: I can understand that you are distin­
guishing as a characteristic; but as to the basic question -- in 
other words, whether the equity investments are related to the insur­
ance business -- I assume you are concluding that there is certainly 
a relationship. Based on the statistics of the industry, you could 
hardly afford to be in this business if you didn’t have the invest­
ment income -- dividends, interest and capital gains. Isn’t that true?
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MR. JONES: It carries us through at times. And on the 
other hand, as our Exhibit II shews, if it were included and com­
bined, as the paragraph 17-a approach would be, it would, in effect, 
destroy us at times.
CHAIRMAN CATLETT: Well, I’m really not debating this 
question of segregation in that manner. I’m just trying to estab­
lish whether this is part of the insurance business or not, which 
is really fairly important to a consideration of the whole subject; 
and the statistics I have seen for a period of several recent years 
indicate that the industry as a whole, the stock fire and casualty 
companies, have had underwriting losses, and that it’s the securi­
ties gains which have produced a profit. Well, do you have any more 
comments on that?
MR. FILES: Mr. Chairman, there has been an underwriting 
loss, and the statistics that have been compiled for the last sen 
years have indicated this but the underwriting portion of this -- 
is what we are trying to say — is only part of the insurance 
operation.
CHAIRMAN CATLETT: That’s what I was trying to establish. 
The investment activity is part of it too, isn’t it?
MR. FILES: The investment income is part of the insurance 
operation and you must and should invest the reserves as part of 
your insurance operation. If you add investment income to under­
writing income you find an entirely different picture. I can’t agree 
with you that we have been in a loss position -- the insurance indus­
try — on their insurance operations.
CHAIRMAN CATLETT. Underwriting ?
MR. FILES: We haven’t had a fair return, but we haven’t 
been in a loss position.
CHAIRMAN CATLETT: Well, it’s true, isn’t it, that for 
some period in recent years the industry has, as a whole, had a 
loss in underwriting operations, and all the gains have been invest­
ment income? Is that true?
MR. FILES: The statistics I have seen would indicate that.
CHAIRMAN CATLETT: That’s what I wanted to get clear.
Well, can we conclude generally that the investment activ­
ity, is apart of the insurance business and that you are not running 
mutual funds is that correct?
MR. JONES: That’s correct.
MR. FILES: But we do think there is a relationship report- 
ingwise to a mutual fund.
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CHAIRMAN CATLETT: But you do not contend that you are 
running a mutual fund?
MR. FILES: We do not contend that we are running a mutual 
fund.
CHAIRMAN CATLETT: I assume from your comments that you 
believe that the realized and unrealized gains should go in the same 
place. As I understand it, you would have two statements. The first 
statement is an operating statement that would come down to the net 
income, the net income from operations, which would be everything 
other than the realized and unrealized gains, and the realized and 
unrealized gains would be in a separate place. I would like to es­
tablish if that is correct in your view, that the realized and un­
realized ought to be in the same place, whether they go to retained 
earnings or anywhere else.
It’s unrealistic to split the two and put the realized in 
one place and the unrealized in another place. That is now being 
done by some companies, and some companies report it publicly that 
way today; but I would gather from your presentation and your paper 
that you have concluded that the realized and unrealized ought to 
be in the same place, and that’s another point that I would like to 
establish. Is that true?
MR. McMILLEN: That’s correct.
CHAIRMAN CATLETT: Let’s go for a minute to the question 
of parent companies. There are today, as you know, quite a few 
companies that have fire and casualty subsidiaries. Some of these 
companies may be insurance holding companies only. My questions 
concern a parent company that has other lines of business in addi­
tion to insurance subsidiaries.
There are some very prominent cases of companies that are 
in other lines of business in a major way that have fire and casu­
alty subsidiaries. Now, if the fire and casualty subsidiary has 
the two statements, as you proposed, how would you reflect the in­
come in the parent company? I believe Mr. Files in his comments, 
if I understood him correctly, said that he would have a supple­
mental statement in the company up above. Is that correct?
MR. FILES: Well, first of all, most of our comments here 
refer to the insurance industry. It has not intended to go beyond 
proposing what we feel the insurance industry should report. I men­
tioned it only in the presentation this morning because we had been 
asked the question of: How should the noninsurance holding company 
report?
CHAIRMAN CATLETT: Well, do you want to take a position on 
this, or do you want to pass? There are some very big companies -- 
and I don’t think there is anything wrong with mentioning their 
names, as they are so well known. Specifically, what would you do in 
Sears Roebuck’s income statement?
16
MR. FILES: What would I do? I would report that in the 
manner similar to what we are proposing. I don’t refer to it as a 
supplemental.
CHAIRMAN CATLETT: You would have earnings per share, and 
then a supplemental statement even at that level?
MR. FILES: Bob, did you want to say something?
CHAIRMAN CATLETT: I realize you are talking more for the 
insurance industry than you are for this other, but, of course, you 
have to consider that as pare of the total problem.
MR. McMILLEN: I think I would attempt to answer that 
question in this manner.
For an insurance company, if you believe in the two-state­
ment approach, you have to look at the reason for that two-statement 
approach, and what I was trying to point out in my presentation is 
that the creditability associated with capital gains and losses is 
quite different from the other income. Unless that creditability 
changes as these gains and losses are passed out to some parent com­
pany, then it seems like they should be reported separately.
CHAIRMAN CATLETT: But that same parent company may have 
some big capital gains of its own.
MR. McMILLEN: I’m talking only about capital gains aris­
ing from equity securities at this point.
CHAIRMAN CATLETT: I realize that. All I’m saying is that 
the parent company could have securities and investments of various 
kinds of its own which it might sell at large capital gains, and 
there are some very large ones that are being reported as extraor­
dinary items of income.
What you are suggesting is that where the parent companies 
are in several lines of business, the capital gains of the parent 
company will be included in extraordinary income, and the capital 
gains of the insurance subsidiary will be supplemental. Realized 
gains are extraordinary items in the parent company, and here we are 
talking about both realized and unrealized.
But you would propose that even the realized gains of the 
insurance subsidiary would never get in the income of the parent 
company?
MR. McMILLEN: And we are talking about very large amounts 
remember that.
CHAIRMAN CATLETT: Large gains could happen in the parent 
company -- many companies have extraordinary items that are greater 
than their net income before such items. These might not occur con­
stantly, but it could have great magnitude in a particular year.
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But it is your position that you would have the supple­
mentary statement in the financial statements of the parent company?
[Mr. McMillen nodded his head in affirmation.]
CHAIRMAN CATLETT: I would just like to cover one or two 
other items. Then we will go to questions from the other members 
of the Committee.
When this problem is discussed, frequently the question is 
raised as to why you make such a distinction between dividend income 
and interest income on the one hand, and realized and unrealized 
gains on the other when you invest in equities today, where you might 
only get 3 or 4 percent in dividends, when you could get 8 or 9 per­
cent interest on bonds. The reason you buy equity securities, un­
doubtedly, is that you think the capital gains are going to more than 
make up for the 4 or 5 percent difference between dividends and interest.
So the interest income and dividend income have been included 
in the main income statement as part of operations, and when you have 
capital gains that have materialized over 10 or 15 years -- it does, 
or you hope it will, make up more than the difference between the 
dividend income and the interest income.
Why don’t we think about what the sense of this is? What's 
the logic of putting dividends and interest income up in the opera­
tions, and both realized and unrealized gains clear out of the income 
statement and in another statement, which is making quite a distinc­
tion? And how can you make such a distinction from a logical stand­
point ?
I realize this has been customary, but would you please 
explain why you would do it.
MR. McMILLEN: I’m not an accountant, so I’m not quite sure 
what type of an answer I’m going to give, [laughter] but it seems 
like people in general -- well, first of all, I think, as I under­
stand it, there’s an accounting principle that says income must be 
assigned to the proper period, and, rightly or wrongly, I think 
people feel that, as far as the dividend income on stock is con­
cerned, they can assign that to the period in which it is due.
Also, most people agree you cannot assign the capital gain 
directly to the period. For instance, if we bought a stock in our 
company May 25 -- today — and we had to assign the portion of the 
total income that we expect to get on that stock arising from capital 
gains, ultimately arising from capital gains on that stock, how much 
are we going to put in this year’s income?
CHAIRMAN CATLETT: Well, you are asking for an income state­
ment with two sections, an underwriting section and an investment sec­
tion, in which you enter dividend income and interest income and get 
all the underwriting activity in one place, and the investment opera­
tions in another place. Then you are sort of mixing it up, if you 
put the capital gains in some separate statement.
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What’s your reaction to that? Why are they separated, 
really?
MR. McMILLEN: I’m not quite sure.
CHAIRMAN CATLETT: You could have two sections in the in­
come statement. You could have an underwriting section, which would 
be your underwriting activities, and you could have an investment 
section, which would be all the income related to your investments 
in one place. Is there logic to that?
MR. McMILLEN: Historically, that’s been the treatment, I 
think, afforded; but I think the. tendency is to get away from that 
now. I think I'd have to say that I would not necessarily advocate 
that.
MR. JONES: May I add that going to a separate statement 
for all of the income activities — the investment income activities 
would not get away from the problem, or the difficulty, of attribu­
ting gains and losses on our investments to a particular periodo I 
think the reason we have associated interest and dividends and rents 
with the period is because we could do this with some certainty, 
with some exactness, and the way we have been organized and operating 
on the underwriting side, we had to do this to a period, and so these 
were things that were assignable to a period.
The investment gains and losses were not assignable to a 
period. Putting your assignable investment income together with 
your unassignable wouldn’t change that basic problem of what is 
attributed to that period.
MR. McMILLEN: For cur particular company, we turn out 
consolidated results, consolidating both life and casualty companies, 
and in the life area the investment income is part of the pricing 
concept, and therefore is included in the income, and for that rea­
son we get a reasonably consolidated result. We put the investment--
CHAIRMAN CATLETT: When you say investment income, what 
do you mean? Do you mean gains and losses, or interest and divi­
dends only?
MR. McMILLEN: Interest and dividends only.
CHAIRMAN CATLETT: Your gains and losses are segregated?
I just have one last question. One of the problems we 
face is whether we can justify having the profit and losses for an 
important segment of a business never go through net income. I 
realize that you are proposing that it be reflected in two places. 
I noticed on the exhibits attached to your paper that you have what 
looks like a normal income statement with a last line labeled net 
income. Then there is a supplemental statement for both realized 
and unrealized, which is, as I understand it, what you are proposing 
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as a desirable treatment. The line above the supplemental statement 
is called net income. Throughout most of industry today, under 
Opinion No. 9 of the Board everything goes through net income some 
time or other. Investors are not investing just in insurance com­
panies. Investors are buying and selling insurance company stocks 
as compared to other industries, and in their decisions they consider 
all of industry. In all other industries there is a net income, and 
there is a final earnings per share, with everything going through 
at one time or another.
Now, what you are proposing here is that what’s admittedly
an important part of the insurance business, and what certainly has 
an important effect on the income statement never go through the 
regular income statement or ever be a part of net income. It would 
always hang in limbo in this supplemental statement area.
Do you have any comments as to why -- my question is:
Why should the insurance industry have income that never goes through 
net income, whereas, I suppose, in every other industry that I can 
think of today all income goes through the income statement? What’s 
so different?
MR. FILES: The difference is the investment in equity
securities. Those other industries don’t have the investment in the 
equity securities.
CHAIRMAN CATLETT: Other industries have billions of dol­
lars in investments, and sometimes they have very large gains on them.
MR. FILES: They have investments, but I wouldn’t say in 
equity securities.
CHAIRMAN CATLETT: Sometimes they do, and sometimes they 
don’t. There are companies that have investments in one company 
that are worth one hundred million, you know, and, in fact, we can 
cite cases where the cost of an investment may be $10 million, and 
the market value is $100 million, and if they sell it, they get 
$90 million gain.
Of course, today I realize those are realized gains, but
the question really is whether all phases of the operations of a 
company shouldn’t go through net income some time or another. You 
can debate how you handle the realized and unrealized, and when you 
put it in income but the point that causes a lot of people to pause: 
Why should the insurance industry take an important element like 
this and never put it in net income, whereas everybody else does?
MR. FILES: Well, I can only say, as to investment in
equity securities the information that was made available to me 
disclosed very little, if any -- I would agree that some noninsur­
ance business entities have investment in equities, but they are 
rather minute in the overall picture. I can only say that to in­
clude the realized and unrealized in income would impair the 
20
significance of the return, and be misleading and render the income 
statement meaningless as a measure of the operations of an insurance 
company.
I think we can say it would render it meaningless espe­
cially when we are talking about, in this word — to use your word, 
Mr. Chairman, the -unrealized -— which is such a significant part.
CHAIRMAN CATLETT: I recognize very well the unusual char­
acteristics of this unrealized income, and this does not exist today 
to the same degree in other industries. As far as significance is 
concerned, there are many other situations where a company has 
$10 million in operating income and $30 million in extraordinary 
gains, and a total income of $40 million. These gains are on sales 
of assets of one kind or another. So we certainly have plenty or 
those cases of significance.
I think we do all recognize that this unrealized aspect 
in the very large numbers you have puts a little different dimension 
on the problem.
I think now we will go to questions from the Committee. 
Chuck, do you have any you would like to ask?
PROFESSOR CHARLES HORNGREN: I’d just like to ask one 
question. What is the purpose of net income? What does it mean? 
[No response]
Let me elaborate. I get the feeling from the opinions 
that were offered that, net income, as you define it, is near to a 
cash concept of net income. There are other concepts of net income 
which embrace much more than an improvement in a sort of cash or 
liquid position, and I. guess my question is: Do you support the 
idea that net income can only be net income if it is cash or near 
cash, as opposed to an overall enhancement of economic, position, 
regardless of the liquidity of the assets that you are talking about?
MR. McMILLEN: I think I’d tend to answer that question 
no, and I think I would use as my example -- although it’s nowhere 
near as material as the appreciation of equity securities -- and 
that is the amplification of income on bonds.
Certainly that is not on a cash basis. That is an accrual 
type operation.
CHAIRMAN CATLETT: I think it’s fair to say that one of 
the major issues here is what constitutes net income in the insur­
ance industry, and that’s what the question is aimed at.
MR. FILES: Well, I would agree with Mr. McMillen that we 
are not referring to net income as just a cash basis, certainly. 
Maybe I can best answer it by saying: What is the net income sup­
posed to represent? If it’s supposed to represent the basic opera­
tions of the company, then, to answer your question as far as the 
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insurance company is concerned, it's underwriting gains and invest­
ment income.
MR. McMILLEN: Another approach might be, instead of ask­
ing the question the way you asked it, to ask: What are you going 
to do with it? And if you see some of the statistics of combining 
capital gains and losses with other income, it seems like to do a 
meaningful analysis the first thing you will have to do is to pull 
them apart.
CHAIRMAN CATLETT: If they were segregated., they could 
still go into income. You can have two statements and add them 
together, and they are still going to be segregated. Of course, 
that’s the one thing, I guess, you are unanimous in not wanting to do.
MR. EMMETT HARRINGTON: Well, George, you have asked the 
searching questions, and I doubt that we should labor these points 
too much., but I would like to just raise one point about the nonin­
surance holding company that likewise has some equity security 
investments,, and you touched on that.
Let’s assume that in that noninsurance holding company, 
for the moment., they followed the same practice that the insurance 
company does. What if they have some extensive land investments? 
What do they do with gains on the land investment? Do they treat 
them differently than they would equities? And if they do, what 
would be the rationale?
CHAIRMAN CATLETT: We aren't dealing with unrealized there 
yet. That’s one difference. Of course, I do think the unrealized 
is what’s unusual, but I assume you would agree that a realized 
capital gain on land would be an extraordinary item.
MR. DONALD BEVIS: Just a minor point. Has the AIA ever 
made a study of what users or investors in property and casualty 
insurance companies would like to see in a financial statement?
MR. FILES: Well, I would think that — the users?
MR. BEVIS: Users, and owners of securities.
MR. McMILLEN: I have not seen a formal study, but I have 
had a number of conversations with analysts, and I’m sure that all 
analysts will not have a uniform opinion, but it seems like most 
analysts whom I have talked to favor the two-statement approach.
MR. BEVIS: We’re going to hear from them later. I just 
wondered if you had made a specific study of your own.
MR. JONES: No, we haven't done a controlled study of 
that type of thing. The only things we have done have been pretty 
informal, and would not be a basis for comment.
22
CHAIRMAN CATLETT: Well, thank you, gentlemen. Mr. Jones, 
does your group plan to stay the rest of the day? I think it’s pos­
sible, as we get along and hear other representatives of the insur­
ance industry, that you might want to come back, and we might wane 
to ask you to come back and answer a few questions later on, if it’s 
feasible.
MR. JONES: I’m going to have to leave at noon, but 
Mr, McMillen and the rest will be here, and if you will Just call 
on the Chairman of our Accounting Committee, he will respond.
CHAIRMAN CATLETT: Thank you very much.
The next is the Hartford Insurance Group.
MR. RAYMOND H. DECK: My name is Raymond H. Deck. I am 
Senior Vice President and Comptroller of she Hartford Insurance 
Group.
If I may spoil the blackboard, Mr. Catlett, I would like 
to put a couple of numbers up first. [Going to blackboard] These, 
incidentally, are numbers which were included in the paper we pre­
sented, but I think having them in front of us with, maybe, addi­
tional comments, would be helpful.
CHAIRMAN CATLETT: I think you might read that, so that 
everybody in the room understands it, and you might tell us what 
it means.
MR. DECK: I need to give you a legend, and also read the 
numbers to you, because I realize some of those in the back can’t 
read them.
This represents the ten-year earnings of all stock com­
panies, as compiled by Alfred M. Best Co., doing all the consolida­
tions, which is difficult to do when you Just see a list of insur­
ance companies. It’s the ten years ended 1969, and what it says is 
that for the ten years ended 1969 all the stock companies had an 
adjusted underwriting income of a negative $1.9 million.
CHAIRMAN CATLETT: You mean billion?
MR. DECK: $1.9 billion. The net investment income -- and 
that’s interest, dividends, rents, less expenses, and, incidentally, 
less the expenses of managing marketable securities portfolios, is 
$8.2 billion. So the thing that some people refer to as the opera­
ting income of the insurance companies was $6.3 billion.
The appreciation, which is the realized and unrealized 
gains on equity securities, and, in addition, the realized gains and 
losses on fixed income securities, and also any realized gains on 
land or buildings, are all included in that item, which is $3.4 bil­
lion, giving a total pretax item of $7.9 billion.
23
The taxes are $1.6 billion and, incidentally, about 1 bil­
lion of that is paid taxes; the other $600 million is deferred taxes. 
So the total after-tax income of these stock insurance companies for 
ten years if $8.1 billion.
CHAIRMAN CATLETT: These are property and casualty com­
panies?
MR. DECK: Right. This is nonlife. This is the property 
casualty group of companies, and this data was very handily avail­
able to us, incidentally, because it was presented by the major 
stock insurance rating bureau to the Regulator of the State of 
New Jersey in connection with a rate hearing where the matter of 
including all investment income, including realized and unrealized 
gains and losses, was advocated for ratemaking purposes.
I believe it's important to recognize that these are all 
results of insurance operations. They are interrelated by tax plan­
ning and by investment decisions. The amount that's invested in 
taxable bonds, for example, versus tax free bonds, depends upon 
whether there is an underwriting loss or not in an individual com­
pany, so that the amount that's invested in one place or another, 
and therefore the amount of income that shows up in one place or 
another is a very fluid sort of thing.
An insurance company's surplus is not a mutual fund. Some 
companies invest more than their surplus in equity securities, and 
some companies invest less than their surplus in equity securities. 
The surplus is not only at risk in the market as far as what happens 
to the value of the stock on the stock market, but it is definitely 
at risk in the insurance business, and that's the thing that makes 
it entirely different from a mutual fund.
And in addition to that, this entire income, whether it 
be from the surplus or anything else invested in equity securities, 
is definitely taken into consideration in the establishment of 
rates and prices. Actually, long-term appreciation is a part of 
operating income of an insurance company, and it should be separ­
ately identified only for the same reasons that we separately iden­
tify investment income. Arguments that appreciation might be taxed, 
that we can't pay dividends out of it, and so on, don't stand up. 
Dividends are paid with money, and are a distribution of earnings. 
The same argument about taxes was used against adjusted earnings, 
but they now represent a theory tested against reality, to quote a 
horoscope. [Laughter]
You can't pay dividends out of prepaid acquisition ex­
penses and they haven't been taxed yet. When and if they are taxed, 
the accounting principle of matching income and expense will still 
be good. Reporting the results from equity securities in a separ­
ate statement because this income is different argues that the 
income statement should be many separate statements, not added to­
gether. All kinds of income are different. Even interest income 
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is different from dividend income. By restricting our discussion 
to equity securities, the question of bond losses -- realized bond 
losses — is not addressed. However, the separate statement advo­
cates intend that realized bond losses be included with realized ana 
unrealized gains and losses on equity securites. They would allow 
the situation to exist where one kind of income is increased by 
means of a loss in a separate statement.
We think that long-term yield from equity securities is 
income, and that it is actually earned over a long period, and not 
as the market fluctuates. We prefer long-time yield to realization, 
because, first, we don’t think the income occurs just because we 
decide to sell securities. The paper profit argument against un­
realized is not impressive. We feel that investors will ultimately 
give more credibility to these earnings if they can be systematic. 
They must be included to compare an investment in an insurance com­
pany to an investment in something else.
We'd rather not pay taxes, but that’s an aside, and has 
nothing to do with good accounting.
Finally, we recognize that a long-term yield approach is 
too progressive for many, and that insurance companies can accom­
plish many of these same objectives by determining a long-term 
amount and then realizing it. That’s what we have been doing, and, 
of course, it gives the result we are looking for on an income 
statement. It's a good temporary solution, but it is an unnecessary 
bother to our investment people. We'd rather have them spend their 
efforts on the long-term good of our shareholders, and the long-term 
yield method lets them do just that.
That’s the end of my statement. I’d be glad to answer any 
questions.
CHAIRMAN CATLETT: Well, I assume from your comments that 
you feel that the realized and unrealized ought to be in the same 
place.
MR. DECK: Sure. And it is all a part of our income.
CHAIRMAN CATLETT: And you feel that this is all part of 
the insurance business?
MR. DECK: If it were not a part of the insurance busi­
ness, there would be no money in the insurance industry right now, 
because there is no way to support the investment of about $11 bil­
lion in $800 million of income average for the last ten years with­
out the $3.4 billion of appreciation.
CHAIRMAN CATLETT: I'm sure you are aware that one of the 
arguments against this long-term yield approach is normalization -- 
you know, just spreading things out to look nice and smooth, when 
it really isn’t. Do you want to comment on that?
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MR. DECK: I don’t regard it as that, and that’s the reason 
that you will notice that I don’t refer to it as averaging, normali­
zation, spreading. I don’t believe that’s what it is, and as I men­
tioned in my paper, while it may do away with some of the disadvan­
tages of fluctuation from year to year, that’s not the purpose.
The purpose is to try to put the income into the periods in 
which it actually occurs, and we are firmly convinced that it does 
not occur as the difference in quoted market values would seem to 
make it occur. It occurs over a long period of time, and if you would 
take a chart or a graph and plot almost any sort of long-term yield 
basis against what actually happens in the stock market quotations, 
or against what happens if you consider realization over the past ten 
years, there is only one that has any relationship with the earnings 
of the companies that you hold the securities in, and that’s the 
long-term yield approach, and I think that most of us feel that what 
ultimately makes a stock go up is the earnings of the company that 
you hold the stock in.
CHAIRMAN CATLETT: Could you describe briefly how you would 
compute this? Do you think you can do that without getting into too 
much detail? Questions come up as to just how this would be done if 
it were to be done. People can probably grasp what you are thinking 
about when you say long-term yield, but how do you go about computing 
this?
MR. DECK: Well, to keep it very simple, we propose a 15- 
year average, and all we say there is to take the last 15 years, 
and determine for each of those years what the appreciation percent­
age was, and by appreciation percentage I mean simply this.
If you have a $10 million portfolio, and you get one million 
of appreciation on it, you have got 10 percent; and do that for 15 
years, add the percentages up and divide by 15, and that’s your appre­
ciation percentage for the last 15 years. It says what your portfolio 
performance has been for the last 15 years.
CHAIRMAN CATLETT: It’s based on experience. You are not 
using a prediction of what’s going to happen in the future.
MR. DECK: It’s an average based on past experience, but 
it’s not an amortization process. You don’t take the last 15 years 
of earnings and divide those up over some future period. You deter­
mine from your past performance what your result has been, what your 
average appreciation has been, and then apply that to your current 
portfolio.
CHAIRMAN CATLETT: You might cover briefly just what you 
would do if you had an unrealized accumulated loss. I suppose it’s 
true that most of the larger established companies would have to 
have a very drastic drop in the stock market, much beyond what we 
had last year, to get into an unrealized loss position; isn’t that 
true ?
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MR. DECK: Oh, yes.
CHAIRMAN CATLETT: But there may be smaller or newer com­
panies. So you might tell us what you would do when you get to the 
point where you have an unrealized loss.
MR. DECK: I would think a newer company would need to 
develop some experience, and actually build up what I would refer 
to as an evaluation reserve, before this would work for them. But 
a company that has managed a portfolio for a number of years cer­
tainly has established experience that shows that there is a sig­
nificant amount of appreciation which has occurred in that period 
of time, whether it be realized or whether it be unrealized.
To get this thing started, you would start with a valu­
ation reserve that would be the equivalent of the last 15 years of 
appreciation for your portfolio, or perhaps even your unrealized 
gains in your current portfolio, and beginning with that point you 
would credit that reserve with the change in market value and 
charge it with whatever you put into the income statement.
Now, I think that logically it could be argued that if 
it went to zero, you could keep on going. I think logically you 
could also argue that you should treat known contingent liability 
and contingent assets the same way; but conservative accounting, 
I believe, would say that if this got down to zero -- until it got 
to be a positive amount —- any change would have to go in the in­
come statement.
PROFESSOR HORNGREN: As I understand your method, you 
are saying that the market value of the securities on the balance 
sheet is not separable, is that correct? You are saying that a 
moving average market is the real value?
MR. DECK: Right. I’m saying that the market value on 
the balance sheet is a very temporary thing. As a matter of fact, 
by the time that balance sheet is printed that says that this is 
what the result was at December 31^ the balance sheet as it was a 
year ago could be completely out of date.
PROFESSOR HORNGREN: So that any reserves that would be 
set up -- these valuation reserves would be directly offset on the 
asset side against this gross market value?
MR. DECK: I would carry it as a credit item, rather than 
reducing the asset side, and I believe that a regulator on a statu­
tory accounting basis would undoubtedly leave it in the surplus of 
the company.
PROFESSOR HORNGREN: Well, from the point of view of the 
theory that you have advanced, should it be on the asset side as a 
direct offset?
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MR. DECK: I really don’t think it makes any difference. 
It wouldn’t bother me if it were.
PROFESSOR HORNGREN: Does it bother you that in a bad 
year, when the market is plummeting downward, the company will show 
income from its investment operations because of this moving average?
MR. DECK: No, that doesn’t bother me either, because once 
you commit yourself to the long-term yield approach, it doesn’t make 
any difference whether you are talking about a year, a week, a month, 
or a day. I don’t think, because the market went down yesterday, we 
lost a lot of money, and we made a lot of money today.
PROFESSOR HORNGREN: In essence, then, you are saying that 
you would rather go with a moving average for ten or fifteen years 
than with current changes in market quotations?
MR. DECK: Absolutely, and not because of the effect on 
the income statement -— the fluctuation — but because I honestly 
think that’s the way the earnings occur.
PROFESSOR HORNGREN: Do you think that the moving average 
market value is the best predictor for the net realizable value of 
the assets carried as of December 31 on a statement, or that the 
market value as of December 31 is a better predictor of the net 
realizable values of the assets?
MR. DECK: I think in the real world on a going concern 
basis the ultimate realizable value is better determined not by the 
quoted market values, but by this average.
PROFESSOR HORNGREN: Do you have evidence to back up that 
position ?
MR. DECK: Well, only that companies don’t sell their 
portfolios at the end of each year. In the first place, they 
couldn't, or they wouldn't get the money out of them that they do. 
As a result, as they move into the future, when they dispose of 
these assets, they are not necessarily what they were at the end 
of a given period.
PROFESSOR HORNGREN: That may be, but the question is: 
Which is the better predictor, the market value as of December 31, 
or the moving average market value as of December 31?
MR. DECK: I think the moving average is, for a going 
concern.
PROFESSOR HORNGREN: Do you have any evidence that says 
that the moving average value method is a better predictor than the 
market value as of December 31?
28
MB. DECK: Yes. Over a long period, if you would plot 
the moving average value and plot the market value, you would find 
that the correlation is much greater if you used the moving average
PROFESSOR HORNGREN: Well, that’s not my understanding of 
the evidence. The financial literature shows that the best predic­
tor of net realizable value is market value as of December 31. 
That’s my understanding.
MR. DECK: If you are going to — well, I guess it depends 
on your definition of net realizable value. If you say it’s what 
you could sell it for at that moment, and you didn’t disturb the 
market for the particular issue, which you would in most of the major 
insurance company portfolios. As a matter of fact, in one of the 
recent acquisitions of a portfolio I believe the portfolio was 
written down 15 percent before it was taken on the books of the parent.
PROFESSOR HORNGREN: Well, I'm not so much concerned with 
what you could get on January 2 as I am with what is going to be the 
net realizable value of the securities in an orderly disposition, 
given the turnovers involved, et cetera, over the next two or three 
or four or five or ten or fifteen years -- which number is a 
predictor of what is going to be realized. This is the question 
that bothers me, and that, obviously, is why I raise it.
MR. HARRINGTON: Why a 15-year period rather than, say, 
five, ten, or twenty years?
MR. DECK: Well, we went back in our own situation and 
looked at the Standard & Poor’s average, and it seemed that you 
get stability at 15 that doesn’t change. You can go back to 20 and 
still get the same as you do at 15^ whereas when you come down to 
10, you don’t, and 5 is much too short.
MR. HARRINGTON: My other question is: What segment of 
the industry supports this position, and would they also agree with 
the 15-year period?
MR. DECK: Actually, Mr. Harrington, my paper does not 
advocate a 15-year period. It advocates a rational and systematic 
basis. I think that a case could be made for a shorter period or 
for a longer period or some different type of formula, depending 
upon the normal portfolio performance. If you are buying and sell­
ing stocks, and don’t keep anything over a year, I don’t think you 
could ¿justify a 15-year average; but in our situation we think 15 
years is right.
MR. HARRINGTON: Okay. The other part of my question, 
then: Do you know what segment of the industry supports this view, 
the yield approach?
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MR. DECK: There is quite a minority that supports the 
yield approach. I believe that if the insurance industry felt that 
the changes in market value and quoted value were going to flow 
through the income statement, some would take the position that 
that decision would make the estimate so meaningless that no one 
would pay any attention to it anyway, and so that would be all 
right. Others who take the matter seriously, I believe, would be 
in favor of the yield approach.
CHAIRMAN CATLETT: I think what you are saying is that if 
the realized and unrealized had to be put in net income, that many 
in the industry would dislike that so much that they would rather 
have the yield approach.
MR. DECK: They could speak for themselves, and it’s an 
editorial on my part. I believe they believe it would be meaningless 
to run it through the income statement, and nobody would use it, and 
therefore they would have a separate statement.
MR. HARRINGTON: Well, in the management of your portfolio 
you must have to make decisions regularly on whether you are going 
to invest in equity or fixed yield securities, and which is the bet­
ter indicator to you as the manager of a portfolio in arriving at 
your decisions, the yield approach or current market values for 
equity securities?
MR. DECK: The long-term yield approach. As a matter of 
fact, in our entire business planning process, when you put our 
statement together for what we think it’s going to look like at 
the end of next year we draw a line where we think this is going to 
be ultimately. It’s based on the long-term yield approach, and our 
decision whether to invest in stocks or bonds long term is based on 
that.
The decision of what to do momentarily is like the deci­
sion as to whether we should put money in to short-term bonds or 
long-term bonds, which is the decision we are making now. We will 
wait for an opportunity to make a buy, and, as a matter of fact, 
every investment management is doing the same thing. If they have 
a certain amount of money they are going to get into equities in a 
given year, they wait for what they believe is an opportune time 
to put it in.
MR. BEVIS: I know we have discussed this point in the 
past, but would you explain to the group again, when your turnover 
of policies is, say, three to five years, why is a 15-year moving 
average better for you than, say, a three- to five-year moving 
average?
MR. DECK: I really don't think the turnover of policies 
has anything to do with this item. For example, in connection with 
the New Jersey rate hearings -- and the rates have actually been 
set on this basis now in Texas, the use of the 10-year average to 
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look at total return. I don’t think the two are really related. I 
think what you have to get at is: What period of time do you need 
to determine what the long-term really is from an investment in an 
equity security. And companies like the Hartford invest in equities 
for the very, very long pull. Our holding in major companies has 
been there for years and years. We add to it as we go along, and 
very, very seldom sell.
MR. BEVIS: I believe, Ray, you also said in the past that, 
while the policy may be written for a three- or a five-year period, 
that’s only the policy life in a majority of cases, and not the 
length of life of your relationship with the customer; so you didn’t 
think a three- to five-year approach was feasible in the situation.
MR. DECK: That’s entirely correct. If you did want to 
somehow relate the period of time that you were going to look at in 
terms of determining long-term yield, you couldn’t do it just at 
the life of the policy, certainly, because we know that you can’t 
get off of the business once you are on, and in the social climate 
we are in today you can't cancel all your homeowner’s policy in 
New York, or all your automobile policies wherever else.
MR. BEVIS: I was trying to get at this point of matching 
the costs and revenues, and I think you have answered my point. Is 
it fair to ask whether in your consideration of pricing policies 
the yield method is reflected in it?
MR. DECK: I don’t think there is any question about it. 
I think it’s in anybody’s prices. If it weren’t, all you would 
have to do is look at these numbers, and you would see that the com­
panies couldn’t possibly be in business.
The numbers here reflect a rate of return of 7.4 percent, 
and you would take out about 30 percent of those earnings, if I nave 
my numbers correct. You would reduce that down to where it wouldn't 
be worthwhile having any money in the business.
Now, when you say get it down to specific pricing, the 
best evidence I have of that is what’s going on right now in our 
appearances before rate regulators, where we are asking that prices 
be set based upon a total return concept. And the reason that we 
want the total return concept is because we want to build some 
credibility. In the past the insurance industry has done some 
terrible public relations work by allowing this credibility gap to 
exist, because we don’t include all of our income in our ratemaking 
process. It’s in there on a subjective basis, but it’s not there 
directly, and now it’s getting in directly.
MR. CHARLES MAURER: Just one point. Is the yield approach 
influenced by, say, change of management or change of the investment 
group?
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MR. DECK: Absolutely not! I had a letter written to a 
friend of mine on a newspaper the other day, which I didn’t mail; 
I frequently write letters I don’t mail. [Laughter] Our position 
in this matter has been no different from before we heard of our 
present parents — from what it is right now. It happens to be a 
very happy situation that our parent believes that we're on the 
right tracks and they support our position. But our position has 
not changed.
CHAIRMAN CATLETT: Here are a couple more questions. Would 
you accept the spreading method — that is, amortize each year’s gain 
or loss -- over five, ten, or fifteen years? You would take the 
actual, and throw it forward.
MR. DECK: I’d like to answer that.
CHAIRMAN CATLETT: I suppose, theoretically, you could 
say: From now on we’ll go forward, and keep averaging it forward.
MR. DECK: That's one of the methods that I would say 
would fit the description of being rational and systematic, and it’s 
certainly one that we have looked at. The disadvantage of that 
method is that it does not take into consideration changes in the 
size of your portfolio. If you have a large portfolio, and decide 
to move it into bond, for example, you would be running income 
through the income statement after you don't have a portfolio any 
more; and conversely, whereas the method that we have finally settled 
upon as the one we think is the best, where you take a percentage 
and apply it on your current portfolio, it recognizes the changes 
in your current portfolio.
CHAIRMAN CATLETT: The second question really refers to 
why you spread this and don’t spread other things. Reference is 
made to the fact that TWA has big losses in some years and profits 
other years, and Chrysler likewise, and other companies that we can 
think of. And, of course, the question runs to: Why shouldn't we 
spread gains and losses for each one of those years and obtain the 
average income of the corporation over ten or fifteen years.
This is a good question, I think, because it runs to a 
lot of things. Companies may have -- do have -- ups and downs, and 
it gets back to the normalization question. Why spread one thing 
and not a lot of other things that you can think of?
MR. DECK: We’re not advocating the spreading because 
there are big losses in one year and big profits in other years. 
We’re advocating it because we think that’s the way the earnings 
occur from an investment in a portfolio of marketable securities.
CHAIRMAN CATLETT: I suppose a corporation sets up as an 
objective that they want to have 10 percent return on investment 
over the next 15 years, and why not normalize the whole works? But 
you probably answered that.
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MR. DECK: I can say I understand that point of view. If 
you believe that quoted market values on any given day are not the 
thing that says what the ultimate net realizable value of a stock 
is, or it doesn’t better indicate what it is, then I think you move 
to a long-term yield concept, and the fact that you are not averaging, 
or normalizing, other types of income doesn't bother you conceptually,
We know, for example, that the income from an insurance 
operation is not determined by what we do year to year, any more than 
the income from an automobile manufacturer is. What you do this year 
determines your income two or three years from now; but it’s still 
broken down into periods, and we think that period income, though, is 
really different from trying to break down a return from a marketable 
security investment into years, or any other period, as market values 
change as quoted in the daily papers.
CHAIRMAN CATLETT: That concludes the questions. Thank you.
MR. DECK: Thank you for the opportunity to talk to you,
CHAIRMAN CATLETT: The next is the Aetna-Connecticut Gen­
eral Group. Is there anyone here from Aetna?
MR. DECK: I believe that they expected, since they voted 
the way we voted in the AIA, that I would represent them.
CHAIRMAN CATLETT: All right. Fireman’s Fund American 
Group.
MR. RICHARD F. THARP: My name is Richard Tharp, Senior 
Vice President - Finance of the Fireman’s American Insurance Group,
I will not repeat what I have stated in my written paper. 
I have no prepared text for this oral presentation.
The problem, as I see it, resolves itself down, as stated 
by my colleagues earlier, to, principally, the question of the 
treatment of unrealized gain in the income statement. There are 
essentially four methods that have been proposed,
(1) That the raw change in unrealized be run through 
the income statement each year;
(2) That the raw change be included, but in a separate 
statement -- this was the AIA approach;
(3) The formula or averaging basis -- this is supported 
by Mr. Deck; and
(4) My position, that only the realized be run through 
the operating statement, with the change in the unrealized continu­
ing to be recognized through a change in surplus.
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This, incidentally, is the statutory position adopted by 
the NAIC -- the National Association of Insurance Commissioners -- 
and is one that must be reckoned with in these considerations, be­
cause all property casualty insurance companies are required to 
report to the State regulatory authorities on this basis.
Now, taking in turn each of the four methods: The indus­
try is unanimously opposed to (1), the running of the raw change 
through the income statement, because it would, in fact, make the 
income statement of an insurance company meaningless. This is due 
to the fact that insurance companies have such large amounts in­
vested in equity securities, and the variations in unrealized each 
year are so great as a result of that large investment.
In my paper you will see that even the Dow-Jones Indus­
trial Average, which is normally thought of as a very stable type 
of investment average, fluctuates widely each year.
In regard to position (2), that taken by the AIA, I do 
not believe it is realistic, because I would agree with the point 
of view that I believe Dr. Horngren was approaching earlier, that 
between the inception of a company and its ultimate dissolution, 
theoretically all items should go through the net income account. 
As we know, there are many problems with this concept, but I believe 
in the basic theory.
In regard to (3), the use of a formula or averaging, in 
my opinion it is income equalization, no matter what you call it. 
I believe that the presentation of an operating statement for a 
company for each of the years it is in operation is entirely differ­
ent than the matters of rating formulas and pension plans, as men­
tioned in the paper that favors the formula approach. These are 
two entirely different questions. Mr. Catlett stole a little of my 
thunder in his earlier statements because I believe companies such 
as General Motors would love to average their operations over a 
number of years and not report big gains or losses from year to 
year as a result of strikes and other major variations that do hap­
pen in their operations.
Also, if we are going to average the investment side of 
the operations of an insurance company, we must certainly look at 
its underwriting operations in the same manner. Here can be dis­
played, even more dramatically, the fact that the operations should 
be averaged or spread. The whole theory of insurance is based on 
the results over a long period of time and not just one year. So I 
don’t believe you can only look at the one side (the investment 
side) of the operation of an insurance company without being forced 
to look at the other (the underwriting side).
Now, in regard to my position, I don’t think it is the 
perfect answer. I don’t believe there is a single perfect answer, 
and this is why we’re here. I do believe, however, it is the least 
objectionable of those that have been suggested to date.
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I won't dwell on this. Again, in my paper I tried to point 
out what I believe are a few of the problems that would arise if 
unrealized is brought into the income statement under any of the pro­
posed methods. There are. many. For example, income tax. You get 
into an entirely different proposition where the insurance company is 
required to file its tax returns on a realized basis. Due to carry­
backs and/or carryforwards, there can be an absolute contradiction 
between the book income with unrealized in it that would be reporter 
to shareholders and the real, or true tax situation on a realized 
basis, as filed, and paid, to Uncle Sam.
In order to avoid prolonging this, Mr. Catlett, I think 
I’ll stop right there, and take the questions.
CHAIRMAN CATLETT: I have two or three questions. You are 
proposing that market value be considered as the valuation method in 
the balance sheet, and that realized gains be put in the income 
statement. Of course, on the other hand, under accounting theory 
you would put the realized only in the income statement if you are 
carrying securities at cost. Don't you think it would be more con­
sistent with your position if you advocated carrying the securities 
at cost in the balance sheet?
MR. THARP: It would from that aspect. However, as we 
have discussed before, the insurance regulatory authorities believe, 
that the true representation of an insurance company is better 
shown by including the equity securities at market value.
You will recall in our earlier discussions I referred to 
the fact that I believe the balance sheet of an insurance company 
is a mirror image as compared to many other companies. The assets 
of an insurance company are fairly well known —- that is their value 
is fairly well fixed -- as compared to the assets of most companies -— 
such as the amount that will be realized from the sale of an inven­
tory. The liabilities of an insurance company are uncertain, as 
compared to the liabilities of most companies. In other words, riere 
is also a reversal of position here, where most companies know, in 
fact, what they owe their creditors, the large loss reserves of 
insurance companies are relatively uncertain and that’s where the 
questionable area is.
On the other hand, the assets, at least if you concede 
that market value — again to Dr. Horngren’s point -- is the best 
current measure of the value of the security, then market value is 
readily known and available for approximately 75 to 80 percent of 
the total assets of an insurance company.
CHAIRMAN CATLETT: But the representatives of the American 
Insurance Association and Mr. Deck agreed that realized and unreal­
ized ought to go in the same place. Your position is that they 
should not go in the same place, is that correct?
35
MR. THARP: That is correct, the reason being that I 
think the unrealized is of a nature that does not deserve such im­
portance in the income statement, as it fluctuates so widely from 
year to year. Under my proposition, however, the change in the 
unrealized would flow through the income statement at such time as 
it is realized.
CHAIRMAN CATLETT: As it is realized.
One of the major questions with respect to your solution 
is: How is income created by merely switching securities? I 
assume that most of these portfolios go along more or less level 
in total, and that most of the gains that are realized are merely 
replaced by other securities. This may not happen all the time, 
but it certainly does most of the time; and so when you are dealing 
in marketable securities, and you sell one and the next minute buy 
another one of, say, comparable type, why does this switching 
create income? Why do you have income the minute after a switch, 
and not before the switch?
MR. THARP: Well, I’ll readily concede this is a good 
question. We have discussed it before. As stated earlier, I do 
not believe what I propose is a perfect solution. However -- I 
hate to fall back on a cliche -- a bird in the hand is worth better 
than two in the bush. Certainly, the experience of the stock mar­
ket in the last year has indicated that because a stock apparently 
has a certain market value on a given day, that, that is not neces­
sarily what will be realized when it is sold.
If I bought a stock for $50 and sold it for $100, and 
have cash, I have flexibility to reinvest or to do something with 
that cash that I could not do with a piece of paper that is stated 
to be worth $100 but is not as transferable a medium of exchange — 
in other words, a share of stock. I do think there has been an 
economic change that permits me a flexibility I didn’t have before, 
and therefore is a basis -- again, not a perfect basis, but a basis -- 
for recognition of that gain.
CHAIRMAN CATLETT: Do you have a bird in the hand, though, 
if you turn around and put it back into another stock the next 
minute? I assume in a majority of the cases that when a stock is 
sold, it’s replaced by another stock -- not all the time, but in 
general that certainly would be the case — and to take the case 
you illustrate, where you have a cost of $50 and you can sell it for $100, if you sell it for $100 and then you put it back into another 
stock at $100, how are you going to have any more bird in the hand?
MR. THARP: I may have a canary one moment, and a pigeon 
the next. [Laughter]
CHAIRMAN CATLETT: This is a point that bothers many 
people, you know, about when you are just switching, where switch­
ing really creates no income. I grant if you put the cash in the 
bank, that’s something else; but the minute you reinvest it, it 
may be no better or worse than what you just had.
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MR. THARP: I realize I’m on the receiving end of the 
questions. However, let me turn this around. If a company didn’t 
recognize the realization of gain then, when would it recognize 
it? There has to be some time or at some point, that this real­
ized gain should go through the income statement. If we do not 
do it at the point of realization, then you must adopt a theory of 
running the raw change through, or the income averaging method, or 
the income equalization method.
I happen to believe those other possibilities are more 
objectionable than putting it through at the time it is realized. 
Again, I’m not saying it's the perfect answer. I Just believe the 
others are more imperfect.
CHAIRMAN CATLETT: I think it’s clear as to how you view 
it. There are three ways, of course: realized only in the income 
statement., or unrealized and realized together., or spreading it; 
and, I think, what you are saying is that none of the three, really, 
are very neat solutions of the problem, and you Just like this one 
better than the other two., and there are faults with all three of 
them. Is that a correct statement?
MR. THARP: Exactly.
CHAIRMAN CATLETT: Just one other question. As you know, 
putting the realized only in the income statement has been ques­
tioned many times, along the lines of being subject to manipulación. 
There are cases -- and you may know more cases than I do. It’s 
completely within the power of a company to realize whatever it 
might want to at any given moment; and there have also been cases 
of parent companies, as we talked about earlier, where the parent 
company allegedly sends orders down to the subsidiary to switch 
securities so that earnings per share in the parent company can be 
increased.
I think this is the thing that worries most people about 
this method, aside from the theory of it; that is, the practical 
aspects of potential management of earnings and actual cases of 
alledged management of earnings.
What’s you answer to that?
MR. THARP: Well, I have two. One I suggested in my 
paper, that if this is a true concern, that possibly the amount of 
realized gain permitted a company within a given year could be 
limited by an approach, perhaps somewhat along Ray's idea of a 
formula, to limit the amount of realized gain that could be con­
sidered as ordinary net income in any given year, and any amount 
realized in excess of that amount would be treated as an extraor­
dinary income item.
As a member of the insurance industry, I hate to be 
categorized by the implication of "management" in this sense. There 
have been cases in the recent era when price-earnings ratios of 
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insurance companies were down, where a few unnamed companies with 
high price-earnings ratios were able to get control of insurance 
companies and attempt to do what you are referring to. However, 
I don’t believe that through accounting rules we can overcome every 
idea that somebody may have as a way to try to beat the income 
statement.
CHAIRMAN CATLETT: I think this is probably all part of 
one question, because if switching large amounts of unrealized gain 
into income is permitted-- ■
MR. THARP: I have to fall back on my previous answer. 
What's the alternative?
CHAIRMAN CATLETT: All right. I think we understand your 
views.
MR. THARP: Thank you very much.
CHAIRMAN CATLETT: Thank you very much.
The next is American Life Convention/Life Insurance Asso­
ciation of America. Here I assume we will be discussing the life 
insurance industry for a time. All the questions we have had so 
far have been primarily in the fire and casualty field.
MR. WILLIAM A. DIMAN: Thank you, Mr. Chairman.
My name is William A. Diman. I’m Vice President and Con­
troller of the John Hancock Mutual Life Insurance Company. I'm also 
a member of the AICPA. I’m speaking here today for the joint ALC/ 
LIAA Committee on Financial Reporting Principles.
I am not speaking for all the member companies, nor can I 
speak for the ALC itself, because their Board had not yet met to 
review our statement. However, the LIAA has heard and has approved 
that statement. So I’m speaking primarily for our own Committee.
The statement that we have made covers, as the Chairman 
has just mentioned, life insurance companies, as distinguished from 
fire and casualty that we have been talking about so far this morn­
ing. I’d also like to point out that we feel there should be a 
distinction between the assets of separate accounts, which by their 
very nature must be carried at market value, and these assets not 
held in separate accounts. All gains and losses as well as invest­
ment income flow through the income statement of separate accounts. 
I'm talking now about the assets not held in separate accounts, or 
what might be called the general account.
The position of the Committee is that common stock should 
be carried at market value, which is consistent with the require­
ments of the National Association of Insurance Commissioners for 
life insurance companies.
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The Committee also feels that realized and unrealized gains 
and losses should be treated alike. However, we feel that it is pref­
erable to treat these gains and losses as a charge or credit to sur­
plus, which is the present method prescribed and required by the NAIS.
The Committee is strongly opposed to showing the gains and 
losses, realized and unrealized, buried in an income statement. If 
they can be shown separately, this would be acceptable. However, we 
feel that the sum of operating gains and capital gains and losses 
should not be labeled net income. It should be labeled what it is, 
operating gains plus gains and losses from investments.
Now, we recognize that there are certain problems involved 
in this whole question, and this is why we have this meeting here 
today. Therefore, we had to make the assumption that there might be 
a requirement that capital gains and losses would somehow be shown 
in the income statement and all combined together. Therefore, if 
this is necessary, then we agree that there should be some sort of 
long-term yield basis to properly record the income in the income 
statement. However, as I say, our preference is for not showing it 
buried in income, but for showing it separately.
If the gains and losses are shown in the income statement 
on a long-term yield basis, then something has to be done with the 
unabsorbed gain or loss. Our Committee feels that this should be 
charged or credited to surplus, and shown together with our manda­
tory securities valuation reserve. Presently our mandatory secur­
ities valuation reserve is required by NAIC to be shown as a lia­
bility. We recognize that accounting principles would prefer to see 
this as a surplus item. The Committee has no objection to this, but 
the unabsorbed gain and loss should be combined with the MSVR in 
surplus.
As was mentioned earlier, we are not today talking about 
long-term investments in bonds and mortgages and other fixed income 
securities. These are carried at cost, or amortized cost, in the 
life insurance industry. Because of the long-term nature of our 
business, this is the proper handling of bonds and mortgages; in 
other words, fixed income securities. For that reason, we feel 
that preferred stock, although it is an equity security, should 
also be carried at cost as it is prescribed by NAIC. Preferred 
stock is primarily a long-term fixed income security as it is used 
by life insurance companies.
Now, when I speak of preferred stock, I must qualify that 
and say preferred stock in good standing. Preferred stock that is 
in default, or is not meeting its obligations, naturally should be 
carried at market.
There is just one point more I’d like to make, and that 
is that the new NAIC rules will allow the carrying of stock of sub­
sidiaries and affiliated companies by the equity method, as well as 
several other methods.
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I have summarized the opinion of the Committee, Mr. Chair­
man, I would be happy to answer any questions,
CHAIRMAN CATLETT: I have a few questions, I believe it’s 
true, is it not, that the size or amount of equity securities in the 
life insurance industry is less than in the fire and casualty, I 
would like to get on the record the relative importance, not that 
it’s unimportant to the life industry., but that the fire and casualty 
companies, because of the nature of their business, have a higher 
percentage of their assets in equity securities than the life com­
panies.
MR. DIMAN: This is very true.
CHAIRMAN CATLETT: Do you have any figures, or can you 
approximate ?
MR. DIMAN: Yes, sir, I can. For the 24 largest life 
insurance companies common stock represents 3.4 percent of their 
total assets. For all of the life insurance companies, I understand 
the figure is a little more than 2 percent.
CHAIRMAN CATLETT: Would you explain briefly why this is 
the case, why you have fewer equities than the fire and casualty 
companies?
MR. DIMAN: Yes. The long-term nature of our contracts 
requires the investment in long-term fixed income securities. The 
regulations by the insurance commissioners require us to keep the 
bulk of our assets in long-term fixed income securities. It has 
been only recent years -- when I say "recent years," I guess it 
goes back about 20 years -- that we have been able to invest in com­
mon stocks at all. We are still restricted by some states in the 
amount of common stocks we may carry.
There is also the practical restriction that, because of 
the fluctuation in the market value of common stocks, our MSVR 
could not absorb the fluctuation if we had too large a proportion 
of our investments in common stocks.
CHAIRMAN CATLETT: I’ll shift to another subject. Appar­
ently the one thing that almost the entire fire and casualty and 
life insurance industries agree on is that you do not want the 
realized and unrealized gains flowing directly through the income 
statement and being included in net income on the basis of market 
changes.
MR. DIMAN: Yes.
CHAIRMAN CATLETT: I think it would be helpful if you 
would explain your view as to, you know, why this is the case. You 
made a reference to the fact that realized and unrealized should be 




CHAIRMAN CATLETT: If you had an income statement with two 
sections, with the realized and unrealized gains to be in the second 
section, the whole argument seems to be to whether to add the two 
statements together, and this is apparently what no one in the indus­
try wants.
It would be helpful, I believe, if you would explain why 
you feel that it would be undesirable to add these two statements 
together to get net income.
MR. DIMAN: Even in the life insurance industry, where our 
proportion of equity securities is much smaller than, it is in the 
casualty insurance industry, the fluctuation, especially in the last 
two years -- 1969 and '70 -- has been very much out of proportion to 
the net gain from operations as shown in the annual statement. The 
realized and unrealized losses from investments has been several 
times the size of the net gain from operations as shown in the annual 
statement; and to the extent that you could change something in that 
proportion, it doesn’t seem to make sense. The figure that you get 
at the end doesn’t give a picture that is meaningful to any reader.
CHAIRMAN CATLETT: I'm trying to get your views. Why do 
you feel that people — investors and the public would be misled 
if the items were clearly set out, and you add the items together 
and same out with a final net income figure? If anybody would 
bother to look at it for a minute or two, how would they be misled, 
when the securities gains and losses are completely segregated, and 
anybody could see what it is? What’s so misleading about that?
MR. DIMAN: I think, perhaps, first I'd better say that 
I work for John Hancock Mutual Life Insurance Company. We do not 
have shareholders. We do not have investors. Therefore, there is 
no such thing as earnings per share in my company. So I am in the 
position of speaking for the stock companies, and maybe somebody 
from the stock companies might want to tell me I’m wrong at this 
point, but at least I'll try.
The problem with combining the two and showing a single 
figure is that a lazy reader will take the bottom line and run with 
it, will get an earnings per share and assume that this is the one 
figure that sums up the entire financial operation of the company. 
If this is not combined in such a way that the lazy reader can do 
this, then the reader is forced to look at the results of the in­
surance operations, the results of the operations of the company, 
and then the extraordinary item of capital gains and losses from 
equity securities as a separate figure.
CHAIRMAN CATLETT: Of course, these can be all disclosed.
You could have earnings per share for operations, earnings per snare 
for securities gains and losses, and for the total.
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MR. DIMAN: That, once again, would be a good solution, 
yes.
CHAIRMAN CATLETT: And if they would bother to look at 
all that, it's hard to see how they could be misled very much. I 
do realize that publications only pick up the bottom figure by 
itself, which might be misleading, just as in a manufacturing com­
pany with extraordinary items.
MR. DIMAN: This is the problem.
CHAIRMAN CATLETT: Thank you very much.
We will now adjourn, and we’ll commence again at two 
o'clock.





The meeting reconvened at two o’clock. Chairman Catlett 
presiding.
CHAIRMAN CATLETT: Will everyone be seated, please. If 
you will come to order, please, the next organization on our list 
is Monumental Life Insurance Company.
MR. DONALD H. WILSON, JR.: I'm Don Wilson, President of 
Monumental Corporation, and also President of our wholly-owned sub­
sidiary, Monumental Life and with me is Ed Brunner, Vice President- 
Accounting of Monumental Life
I want to comment primarily on the investment implications 
of the decision which you have pending before you. First I would 
like to briefly summarize our position.
We feel -- in fact, we know — that the present accounting 
procedure as prescribed by the NAIC for accounting for common stocks 
for life insurance companies has influenced our investment policies. 
We're a stock company. When we buy bonds, we get 9 percent and it 
goes right to income. When we buy common stocks, only the dividend 
income goes to income. Our profits are hurt, because the main pur­
pose of buying commons is capital appreciation, and appreciation 
goes directly to the mandatory securities valuation reserve. So 
we’re very definitely in favor of a change, and we favor having both 
realized and unrealized capital gains and losses flow through the 
income statement. We think this is very sound from an investment 
standpoint.
We feel that realized and unrealized capital gains and 
losses should be shown on a separate line at the bottom of the P&L 
statement followed by a final total. We do not feel that only real­
ized capital gains should flow through the income statement, because 
this permits management to manage earnings — you used the word 
"manipulate" earlier -- and it reduces the credibility of financial 
statements.
We believe that common stocks should be shown on our bal­
ance sheet at market, as they are under present procedures. How­
ever, -- and this is the most important point I want to make -- it 
is essential that the realized and unrealized capital gains and 
losses be spread over a number of years.
In our paper we recommended five years. We feel it has to 
be at least this long. Other people have said five years produces 
undue fluctuations. They prefer ten years. You heard fifteen this 
morning. Maybe the answer is somewhere in between, but we feel a 
spreading is absolutely essential.
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We, frankly, look with favor on an arithmetical average. 
This is simple to calculate. We have used it in a footnote in the. 
paper we presented to you. It can be shown as a footnote to the 
financial statement., so that everybody can see how the realized and 
unrealized capital gain and loss figure is derived, and if a secur­
ities analyst wants to make his own adjustment, he has the informa­
tion to work with.
This would require a surplus account, which would reflect 
the realized and unrealized gains and losses that had not as yet 
been credited to income.
We favor starting this surplus account with the present 
balance of the common stock component of our mandatory securities 
valuation reserve. By starting it with an initial balance, we would 
be protected from having this surplus account come up with a debit 
balance, which is obviously undesirable, and which would have to be 
netted against income.
Now, these concepts tie in with our investment philosophy. 
To briefly state our investment philosophy, we’re obviously long­
term investors, and when we buy common stocks, we invest to maximize 
the combined return. By "combined return" I mean the sum of divi­
dend income plus capital appreciation. We knew that over a long 
period of time — ten years, maybe longer -- there is a high corre­
lation between the appreciation of a company’s stock and its growth 
in earnings per share. Therefore, we look for those companies who, 
in our opinion, will give us earnings growth over a long period of 
time.
We would prefer to buy an IBM, a Xerox, an Avon, all three 
of which we have owned for many, many years, and get a return of 15 
percent in earnings growth, albeit the dividend return is nominal. 
This gives us a higher combined return than we can get, say, from a 
public utility stock which may be growing at 5 percent, and that, 
coupled with a 5 percent dividend return, gives us a combined return 
in the neighborhood of 10 percent.
Now, some have advocated that the realized and unrealized 
gains should flow into the income statement on an annual basis. 
Frankly, if this happened, this would make common stocks unattrac­
tive for our company, and we would not be willing to either own 
them or buy them in the future. This is because today we can get 
9 percent from a commercial mortgage, or a private placement, 
whereas the combined return from common stocks on a historical 
basis is in the neighborhood of 10 to 12 percent. When you compare 
the 10 to 12 versus the 9 percent, that extra 1, 2, or 3 percent is 
not worth the risk of having your income subjected to substantial 
fluctuations.
Also, the immediate recognition of unrealized and realized 
gains and losses does not portray long-term investment performance, 
and we are long-term investors, and we feel our income statement 
should portray the policies that we are following.
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I’d like to comment for a minute on our own company’s 
experience. This is in the schedule, attached to the statement we 
filed with you. Note that in 1970 our total realized and unrealized 
losses net of gains amounted to $2 million. The total company pro­
fit for our life company was in excess of $6 million; for the hold­
ing company, $9 million. Therefore, a $2 million reduction in income 
would have been very substantial.
And note that on March 31, 1971, our total realized and 
unrealized gains amounted to $2.6 million. Now, I submit that our 
profits did not go down by $2 million in 1970, and they did not go 
up by $2.6 million in the first quarter of 1971; and to portray 
realized and unrealized gains on an annual basis is really being un­
realistic. It does not show the investment performance that we have 
sought and that we look for in our own program.
We feel that it's economically desirable for life insur­
ance companies to own common stocks. On a long-term basis they have 
yielded a greater combined return than has been realized from fixed 
income securities. We feel that the ownership of common stocks is 
good for our stockholders. It’s good for our policyholders, in that 
on a long-term basis it would make the cost of insurance less., and 
it’s certainly good for the economy.
And the main point that I want to emphasize is that the 
decision that you gentlemen are going to make is not going to just 
establish accounting for investment results. Your decision will 
essentially determine investment policy, and I hope that you will 
reach a decision which will fester an investment policy that will be 
in the best interests of the investors and in the best interests of 
the economy at large.
Now I'd like to make a comment or two on preferred stocks. 
I agree with everything that Mr. Diman said, and I would like to 
further emphasize that if we were required to value preferred stocks 
at market, they too would be an unacceptable investment. 3½ percent 
of our assets is in preferred stocks. They are utility preferreds, 
nonconvertible, and of high quality. We bought them in lieu of 
buying bonds, and if we have to subject our income statement to 
fluctuations, we would not buy preferred stocks in the future.
The other point is that the preferred stock market is very, 
very thin, and to say that the market value on December 31 is a true 
liquidating value is absolutely ridiculous. You cannot liquidate a 
substantial number of shares of nonconvertible preferred stock in 
any one period of time. It's a thin market. This is very different 
from the market for common stocks, which is quite elastic and can 
take a large supply with minor price fluctuations.
Gentlemen, I appreciate the opportunity to present our 
thoughts to you.
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CHAIRMAN CATLETT: I think you realize that one of the 
criticisms of this yield approach is that it’s a sort of spreading 
or normalization, or trying to make things look even that aren’t 
even. I think you have explained very well why you have concluded 
what you have. I assume that you believe this is not normalization 
or spreading, just to make things look level?
MR. WILSON: No.
CHAIRMAN CATLETT: Do you want to expand on that point a 
little bit? Because I think that is one of the criticisms of this 
approach?
MR. WILSON: You will note in our paper that we advocated 
a five-year moving average, and this does not make things level, 
but we felt this reduced the fluctuations to an amplitude that we 
can live with. Obviously, if you go out ten years, you have a 
smoother pattern, and if you go out fifteen years, it’s probably 
completely smooth. Anything less than five years would give you 
an amplitude that, frankly, I’m not sure we could live with.
It’s just, really, a management decision. Here you are 
managing a corporation, and owning common stocks isn’t worth the 
candle if you have to subject your P&L statement to these wide 
swings. We feel it just isn’t worthwhile to do this, and we do 
not feel that doing this would portray long-term investment policy.
I mean, when you buy Xerox and dollar average it over 
many years -- or IBM -- sometimes you buy it high, sometimes you 
buy it low, but you have held it, and you have gotten a long-term 
result; and to say that we should have written our stocks down by 
$2 million on December 31, we feel, is absolutely unrealistic. It 
doesn’t measure what your investment performance is. You have to 
take a longer term view, if you want to see what investment perfor­
mance is.
And if you have a sufficiently long average, the security 
analyst will be able to see what kind of an investment performance 
you are achieving, and what kind of job you are doing.
CHAIRMAN CATLETT: What is your reaction to the supple­
mental statement approach, to have the realized and unrealized in 
a supplemental statement?
MR. WILSON: Well, we only have 4 percent of our assets 
in commons, and, frankly, this does not appeal to us, because we 
want to get the realized and unrealized gains into our income state­
ment. They are not there now. This has been a deterrent to buying 
commons. In the State of Maryland we could go up to 10 percent, and 
if we were able to account and get the credit for this appreciation, 
which we do not get at this time, I think we surely would go up and 
approach 10 percent over a period of years. At the present time we 
are using our common stock profits to offset bond losses, and a year 
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from now, let’s say, if the bond market went woosh! -- this is the 
millenium, but let’s assume this happened and we no longer had any 
bond losses -- we wouldn’t have any rationalization for holding 
commons, and I think we probably would relinquish our portfolio, 
because it would be penalizing our earnings statement.
PROFESSOR HORNGREN: I have read several memos on various 
positions, and the financial analysts have taken a position, if I 
am not misquoting them, against averaging; and in effect they say: 
That's the analyst's task. You give us the facts, and we’ll do the 
analyzing.
How do you respond to that?
MR. WILSON: I had lunch with one of my good analyst 
friends today, and that’s the way he feels, and I know others share 
his views, and my answer is: He doesn't have to stand up at a 
stockholder’s meeting and explain a big drop in income to his stock­
holders .
If the stock of your company declines when it shouldn’t, 
how do you explain why you bought commons when you could have bought 
bonds at 9 percent?
If the analysts want to average it, let them do it any way 
they want. All the figures would be right in the footnote, and they 
can make any adjustments they desire. But for our stockholders we 
feel that reporting capital gains and losses on an annual basis 
would just be intolerable.
PROFESSOR HORNGREN: So that if the stock market went down 
in one year, you could then smile at the stockholders and report a 
gain, right?
MR. WILSON: I think that we would say that our long-term 
investment performance has been good; and, frankly, we didn’t panic 
last summer. We were buyers during the summer. We have been 
through '62, we have been through '66, and we have a program which 
I'm not going to take your time to tell you about, but our program 
forces us to buy stocks when the market is down. We look on these 
periods as excellent opportunities in the market, so we don’t 
worry about them, and we hope that we don’t have to have them 
reflected in our P&L statement, because then we honestly would 
worry.
PROFESSOR HORNGREN: I gather, then,you feel that it would 
be easier to explain the moving average method?
MR. WILSON: Absolutely. Absolutely!
MR. HARRINGTON: There are two kinds of moving averages, 
one that Mr. Deck mentioned this morning, based upon your historical 
relationship over the past 15 years, and the five-year spreading 
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with the realized and unrealized gains, as you are espousing. The 
latter is simple, hut does it measure your expected performance as 
well, or have you considered this?
MR. WILSON: We honestly hadn't considered it, other than 
Mr. Deck made a very good case. I do say that in our approach we 
lean toward valuing the stocks at market. We think this has a lot 
to recommend it.
But what you are saying is, perhaps five years is too 
short, and a longer period does more accurately portray investment 
results; and on this I would agree with you. Using five years was -- 
really, I think, what we tried to say is: Anything less than this 
would be unacceptable. If a longer period were decided upon, we 
certainly would be happy with it.
MR. HARRINGTON: Well, no, I wasn't thinking of the longer 
period. If you are going forward, maybe five years is the right 
period. I don’t know. But in your schedule you take into account 
in the year ’65 up through about ’68 -- something like that -- the 
gains that you realized on earlier years, when your portfolio was 
much smaller. As he mentioned, his suggestion has the advantage of 
matching the yield with the portfolio that you now hold.
MR. WILSON: I can’t argue strongly against his recommen­
dation. I really can't. I think it has a great deal of merit.
The only thing I’m not clear on in my own mind is, over a 
period of time will all your realized and unrealized gains come into 
the income statement under that averaging technique? I'm not sure 
they will from an. arithmetic standpoint; but this is a minor point.
MR. BEVIS: I have one question.
Mr. Wilson, you are arguing -- or, at least, hoping -- 
the Board won’t restrict your investments in common stocks. How 
high would you go in your investment in common stocks? I think you. 
can already detect the tenor of my next question. If sc, how do 
you distinguish between common stocks and fixed term obligations? 
How are you going to differentiate between the two in your treat­
ment? Because your paper points out that bonds and private place­
ments can be carried at amortized cost.
If you get common stocks of 30 percent and bonds of, say, 
15 or 10 percent, how are you going to differentiate between the 
two in a life insurance company?
MR. WILSON: Well, first of all, the law of Maryland limits 
us to 10 percent.
MR. BEVIS: Forgetting Maryland.
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MR. WILSON: I think this is probably one of the most 
liberal laws.
MR. BEVIS: I believe that's probably right.
MR. WILSON: So I wasn't contemplating anything of a mag­
nitude greater than this. For practical purposes, we would gradu­
ally increase our common stock portfolio, however a decision has 
not been reached. We would like to go to a higher percentage, that's 
for sure.
MR. BEVIS: And you would differentiate between common 
stocks and fixed term obligations?
MR. WILSON: I think, very definitely.
MR. BEVIS: Or fixed income.
MR. WILSON: Yes. I think there's a basis for it in their 
investment attributes and the approach you use when you buy and hold 
these investments.
MR. BEVIS: Suppose we agree on that.
MR. WILSON: [Continuing] In this country, it tradition­
ally has been that the policyholders’ reserves are invested in fixed 
dollar obligations, because you have a fixed dollar contract to pay 
on your insurance policy.
Now, that's not to say that the stockholders' equity, the 
capital surplus of the stockholders, couldn't be largely invested 
in common stocks, and we haven’t gone anywhere near this far. Our 
stockholders' equity may be $65 million and our stock portfolio is 
only $15 million.
MR. BEVIS: But the higher you go, isn't some of your 
policyholders' surplus going to be invested in common stocks?
MR. WILSON: No. I don't think we would go that high.
MR. BEVIS: You would limit it to your stockholders' 
equity, but not the policyholders'?
MR. WILSON: That's right.
MR. MAURER: May I ask the question again that I asked 
before?
You mentioned that you did not panic in the one year; but 
suppose you did panic. Does that mean for the current year's fi­
nancial statement you would have a change of accounting procedures 
with respect to long-term averaging?
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MR. WILSON: Well, you say ”Suppose you did panic?” what 
does this mean? That you get nervous and sell stocks?
MR. MAURER: It’s what you said.
MR. WILSON: What we were doing --we were buying.
MR. MAURER: But, you know, if they did change the invest­
ment or the portfolio manager, he might sell.
MR. WILSON: We have an Investment Committee, so I don't 
think that's apt to happen, sir, and we have a policy that is cer­
tainly geared to a long-term approach, and our portfolio has gone up 
in market value as our assets have grown.
Right now I’ll take a minute to explain our common stock 
program. We keep our common stocks at 4 percent of our assets, and 
let’s say the market declines. The market value would go below 4 
percent, and we have to buy. That happened last summer. This 
spring the market value went above 4 percent, and we have sold back 
to 4 percent. We don’t feel we can afford to go any higher than 4 
percent because of the beating we take in our P&L statement. At 
one time we were up to 5 percent and cut back to beef up our profit­
ability a bit.
Does that answer your question?
MR. BEVIS: Yes.
CHAIRMAN CATLETT: Here’s a question. How would you deal 
with realized gains and losses on bonds and preferreds, considering 
the turnover is aimed at better yield? Should investment income be 
included with the gains and losses on investments?
MR. WILSON: I don’t see how you could separate it. In 
other words, what you are saying is that the gains and losses -- 
let’s say, the realized gains and losses on bonds and preferred 
stocks, assuming they were valued at the present basis -- they would 
have to be included with the common stock results. They wouldn't 
affect our investment formula, but for the accounting statement I 
don't see how we could say that bond profits or bond losses belong 
up here, and stock profits and losses belong down here. I think the 
two would have to be shown together.
CHAIRMAN CATLETT: Taking this longer view approach, let's 
say, on common stocks, shouldn't the formula, or the method of 
spreading the gains and losses also take into account the dividends? 
In the long term on stocks versus bonds, what is comparable to bond 
interest would be the dividends plus the capital gains. Would you 
put the dividends on the stocks in your formula, or would you have 
the formula operating separately?
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MR. WILSON: Well, I think you are getting me on ground 
that I’m really not familiar with, because I hadn’t been familiar 
with this long-term yield approach that was described this morning 
until I arrived here.
CHAIRMAN CATLETT: But in any event, you would record the 
dividends as income as you received them?
MR. WILSON: I think this is better. As a securities 
analyst, I think it would be better to keep your gains and losses 
separate, so they can be identified; and perhaps the analysts might 
want to put a different multiple on them. I don't know. This is 
up to them. But the approach of our company has been one of full 
disclosure, so that the analysts have the facts. What they do with 
the facts is up to them.
CHAIRMAN CATLETT: If you are willing to buy common stocks 
for the rewards, isn’t it realistic to face the risks of the vola­
tility of the market?
MR. WILSON: What we are saying is that the reward vis-a- 
vis bonds and mortgages today is not great enough to face these 
risks, and if we have to account on an annual basis, we don’t think 
there’s enough reward to make the game worthwhile -- we're not will­
ing to play it.
I mean, 9 percent versus 10 or 12 percent. From a manage­
ment standpoint would you want to subject your P&L statement to 
substantial annual fluctuations for a hoped-for extra 1 or 2 percent? 
I can show you several mutual funds that have had a hard time doing 
9 percent over a period of years. I think we’d rather take the 9 
percent and be happy with it.
CHAIRMAN CATLETT: Would you rather leave the situation 
the way it is, as far as accounting is concerned?
MR. WILSON: When you say "as it is," I assume you are 
talking about NAIC accounting. No, we’re not happy with present 
accounting, because in holding common stocks, in our P&L statement 
we only get credit for the dividends. We don't get credit for the 
appreciation, and we invest in growth stocks where we are looking 
for appreciation. This is where most of our reward has come from, 
so we would like to see this in the income statement.
CHAIRMAN CATLETT: But you think the gains and losses 
ought to go to the income statement, and the realized and unrealized 
should go together, but this should be an averaging basis?
MR. BEVIS: Mr. Wilson, it’s really unfair to direct this 
to you, but when in your opinion is a convertible preferred or con­
vertible debt issue a common stock?
MR. WILSON: You catch me unawares. I would perhaps---
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MR. BEVIS: It's an unfair question, but you’re—
MR. WILSON: It is unfair, because in our company we don't 
hold any appreciable amount of either, so I’m really not qualified 
to comment on it.
MR. BEVIS: I hope I have an opportunity to ask the ques­
tion of the other groups that appeared before us earlier, later on.
PROFESSOR HORNGREN: Mr. Tharp this morning pointed out 
that if you are going to go the averaging route, you should average 
underwriting income as well. Do you have any comments on that remark?
MR. WILSON: Not being in the fire and casualty industry, 
I think it might be unfair for me to comment on it, but let’s talk 
about General Motors.
I think we are talking about two different things. General 
Motors and, let's say, in our holding company -- we have a substan­
tial real restate operation. Well, this should be reported, and 
shouldn’t be averaged. We had bad mortality in ’69. Our reports 
reflected this, and properly so; but when we think of common stocks, 
I think you are talking about a very different concept. You are 
talking about buying another equity situation and holding it for the 
long term., and by the nature of the beast it fluctuates, but you are 
really looking for that long-term performance, and we would like to 
see our financial statements reflect that long-term performance.
PROFESSOR HORNGREN: Of course, steel companies and machine 
tool companies also invest in portfolios of assets for long-run per­
formance. Shouldn't they be given the same privilege of averaging 
the income?
MR. WILSON: On investments of the type we make? I mean, 
on investments not for volume -- but you are talking about--—
PROFESSOR HORNGREN: I’m talking about performance. 
Management goes in for the long run in practically every business, 
in a sense, and this point was raised this morning. Insurance com­
panies may go in for capital appreciation and income. Machine tool 
companies, steel companies, et cetera might go in for sales and 
industrial operations, but they both invest in portfolios of assets, 
and they both are subject to wide swings in income, and the question 
is: If you advocate an averaging method for the inevestment port­
folios of insurance companies, do you also advocate an averaging 
method for steel companies and machine tool companies?
MR. WILSON: Well, let’s say I'm advocating an averaging 
method for the common stock investments of insurance companies. 
When a group goes into the machine tool business or the steel busi­
ness, they know they are going into a cyclical business, and they 
have an option. If we have to withstand fluctuations, I think we 
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are going to opt for fixed income investments. That's why I say 
that your decision is going to really affect investment policy, and 
a number of other life companies have the same reaction.
CHAIRMAN CATLETT: Thank you very much.
MR. WILSON: Thank you for your interest, sir.
CHAIRMAN CATLETT: The next is Transamerica Corporation.
MR. GARY L. DEPOLO: I’m Gary Depolo, Vice President and 
Controller of Transamerica Corporation. I have with me this after­
noon Al Colles, Chief Accounting Officer of Occidental Life Insur­
ance Company.
I sent you gentlemen our written statement on the subject 
that we are discussing here today. I hope it gives you our appraisal 
of it.
This afternoon I’d like to first summarize our position, 
and talk a little bit about some of the developments that have come 
about, or that at least have been made known to me since we sent 
our paper to you. Before I do, though, I think for those of you who 
are not familiar with Transamerica, I would like to give you some 
perspective of the importance of this issue to us.
We are a large multimarket service organization. In terms 
of assets, we are the fiftieth largest company in the United States. 
In terms of revenues and market value we are about the one hundredth 
largest. Our largest subsidiary company is Occidental Life Insurance 
Company, which contributes about 40 percent to our revenues. We also 
have a subsidiary, Transamerica Insurance Company, which is in the 
property and casualty insurance business.
Presently through these two subsidiaries Transamerica has 
about $160 million invested today in equity type securities. This 
represents about 20 percent of our capital, and in normal years con­
tributes about 20 percent of our earnings. So you can appreciate 
that any change in accounting principles relating to this investment 
is very important to us.
We have consistently been able to realize profits from our 
security portfolio. We feel there is an important distinction be­
tween realized and unrealized gains from the security portfolio, and 
we feel that this distinction should be reflected in the financial 
statements. In the case of the realized gains, the portfolio man­
ager has actually converted his so-called paper profits into cash. 
After paying whatever taxes are due on these profits, he is free 
then to make another investment decision as to reinvestment of the 
proceeds. This will depend on market conditions at the time. It can 
take the form of stocks, bonds, real estate loans, commercial paper, 
or whatever; but it really doesn't make any difference. The point 
is, he has entered into an exchange transaction with parties unrelated 
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to the organization, and the results of these transactions should be 
reflected, we think, in the historical accounts of the company.
And we recognize, as does everyone in the room, that such 
transactions are subject to some discretion as far as timing, and 
for this reason in our shareholder reports we have separated such 
profits from our other investment income. We even provide separate 
per share information, so that the impact of these transactions on 
overall profits is very clear.
As a sidelight, I’d like to point out that with a company 
the size and diversity of Transamerica, there are many different items 
of income which are also subject to some discretion, which are not 
nearly as well pinpointed in the financial statement. I submit that 
this is not only true for Transamerica, but is true for many other 
large, diverse companies. The point here is that, at least with 
security profits, everybody can see them and can make their own in­
terpretation of what they mean and what value they should get in the 
marketplace.
Contrast this to unrealized gains. In most cases these 
are based on market quotation. These can be described as only tem­
porary market prices, subject sometimes to wide fluctuation even on 
a daily basis. But the point I’m trying to make is that the port­
folio management has decided not to sell these investments or pay 
his tax, and any attempt to present these in financial statements as 
if he had, in our opinion, would be most misleading. In fact, to do 
so, we think, would be the highest form of anticipating profits.
This is a practice which we think has been wisely avoided 
in other areas of financial reporting, and we think should continue 
to be avoided in this area. We have to agree that information on 
unrealized gains on equity securities is meaningful to shareholders, 
and have always provided this in our financial reports. What’s more, 
we would be most agreeable to providing this information in any 
reasonable manner that this Board would consider is appropriate, as 
long as it does not carry with it the implication that such amounts 
constitute a part of income for the period.
That pretty much summarizes our position. We believe that 
most companies will not allow the Accounting Principles Board to 
make them mislead their shareholders by requiring them to anticipate 
profits. If the accounting rules are changed to require this, then 
they will shift their capital to some other form of investment, where 
they think the related accounting principles are more indicative of 
actual events.
What I’m saying is that if the Board decided to include 
unrealized gains and losses in the income account, these companies 
could put their money elsewhere -- for instance, into convertible 
debentures -- as well as into equities securities; then if the rules 
are extended to cover these, into straight lines, and when the rules 
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cover these, into mortgage loans, and from there into financial 
leases, and so on, until the results are extended to cover virtually 
all the investments that the company can make.
Note that in all these cases the effect on profit and loss 
is about the same. There is a little difference, but not that much 
difference in the overall income.
Note also that available investment dollars will have been 
diverted away from equity type securities.
Now I’d like to take a few minutes to share with you some 
observations I have made since sending you our paper. First, in 
discussing this subject with several financial executives around the 
country, it became obvious to me that they mistakenly believe that 
the issue is not whether or not unrealized gains should be included 
in income, but the issue is how they should be included. In other 
words, they have come to believe that your Committee had already 
made up its mind to treat both realized and unrealized gains in the 
same manner.
With this as a starting point, then the bulk of the effort 
has been toward how this was to be accomplished, not if it should 
be accomplished. This, I feel, explains the popularity of the so- 
called averaging method, which I believe has no accounting justifi­
cation, in that it not only anticipates income, but it averages the 
anticipation. If this approach were adopted, we would not only be 
adding apples and oranges; we would be averaging them together in 
something Al likes to call lemons.
I might also point out that many insurance companies have 
not been reporting in accordance with generally accepted accounting 
principles for very long. In fact, many of them continue to report 
to their shareholders on a statutory basis. When these companies 
are called upon to develop a position paper such as this, and called 
upon to do it quickly, they naturally call upon their past experi­
ence rather than any true, basic research. When they do this, stat­
utory accounting concepts often emerge, instead of generally accepted 
accounting concepts. Thus you will find many insurance companies or 
associations suggesting that income from securities portfolios should 
not be included in income at all, and should be directly entered into 
retained earnings.
Another recent observation has come to me through Allstate 
Insurance Company. I would urge you to pay particular attention to 
their point on post-balance sheet events. As you know, present 
accounting theory requires that losses be anticipated. In other 
words, material post-balance sheet events cannot be ignored, espe­
cially if they occur prior to the date financial statements are pub­
lished. If unrealized gains and losses are included in the income 
statement, how would you cope with what happened to these companies 
during the first quarter of 1970?
Allstate, which earns about $20 million to $30 million a 
quarter, yet in the first quarter of 1970 -- and probably by the 
time their 1969 annual report was published — had unrealized depre­
ciation. Their securities portfolio decreased about $80 million; 
and further, during the second quarter -- probably, again, by the 
time the company could have released its first quarter results -- 
they had another $180 million decrease in their portfolio.
I should point out that three quarters later most of 
these paper losses had reversed themselves, but in the meantime put 
yourself in the position of the poor Financial Vice President of 
Allstate. If the accounting rules had required that unrealized 
losses be included in the income statement, he could not have ignored 
what was happening in this post-balance sheet period. His profits 
would literally depend on what date he was able to get his account­
ants to sign off on their certificate.
I have to agree with rhe Allstate conclusion that this not 
only proves the misleading effect of including unrealized gains and 
losses in the income statement, but also points out the irrelevance 
of market value at particular points in time.
One final observation is that I am now more convinced than 
ever that this subject is but a small part of the real issue, which 
is complete, fair value accounting. You will hear today -- or have 
heard — some say that the fair value concept must include all fixed 
income securities. You will hear others say that, by all means, 
this concept should be limited to equity securities, and can’t pos­
sibly be extended to fixed income securities. Still others will say 
the concept should be applied to fixed income securities for prop­
erty and casualty companies, but not for those held by life insur­
ance companies. And you have heard me describe how many companies 
have the ability to divert capital away from investments which carry 
with them fair value accounting.
I think it is clear that before any change is made in this 
area much more research is needed, and I for one do not see how we 
can take this step on equity securities before deciding on the basic 
concept of fair value accounting for all items in the balance sheet.
I thank you all for this opportunity to make my views 
known, and I will be happy to answer any questions that you would 
like to ask.
CHAIRMAN CATLETT: Thank you. I would like to respond to 
one comment you made.
There may be some feeling around the country that the Board 
has partially made up its mind on this matter. I would like to em­
phasize that the Board has not reached any conclusions whatsoever. 
In fact we have had only very preliminary discussions. Our Committee 
of the Board has not reached any conclusions. We at this stage are 
trying to approach this subject with an open mind.
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You may be right that some people---
MR. DEPOLO: I believe that. But, believe me, it’s hard 
to get others to believe the same thing.
CHAIRMAN CATLETT: I can understand how this feeling may 
get out, but I wanted to assure you and other people here today 
that both the Board and the Committee have had some preliminary 
discussions, but have reached no conclusions whatsoever, and we are 
all trying to do the best we can to approach this with an open mind, 
and try to reach a sensible conclusion to what is obviously a rather 
difficult problem.
MR. DEPOLO: It’s obvious by the efforts you are going to 
this morning and this afternoon.
CHAIRMAN CATLETT: I would like to clarify one thing. I 
think in your paper you said something to the effect that: "we 
support the present general practice of carrying such investments 
on the balance sheet on the basis of cost until sold."
I assume that Occidental Life is carrying equity securi­
ties at market value in their statements, is that correct?
MR. DEPOLO: No, it depends on what your definition of 
"statements" is. If you are talking about statements that Occiden­
tal files with the Insurance Commissioner, then they do carry their 
stocks at market, because that’s the rule that the Insurance Com­
missioner prescribes. If you are talking about the financial state­
ments that Occidental prepares as part of our SEC filings and part 
of our annual report, the answer is: No, stocks are carried at 
cost there.
CHAIRMAN CATLETT: I see.
MR. DEPOLO: With an indication of market value, just as 
any noninsurance company would do.
CHAIRMAN CATLETT: So you don’t have any problem, in your 
case, of having a statement different than those filed with the 
state agency?
MR. DEPOLO: We have the classic problems of trying to 
explain differences -- when people -- analysts — might use as the 
source of their information these statements, and we say that our 
statements are different, and we have to educate them. But over 
the years it has not been a problem.
CHAIRMAN CATLETT: But the regulatory authority has per­
mitted Occidental to carry these at cost in your statements pub­
lished to the stockholders?
MR. DEPOLO: Yes, and our fire and casualty company also.
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CHAIRMAN CATLETT: Whether the investments are carried at
cost or market value in the balance sheets you still have this ques­
tion of the so-called managed earnings, depending on what you might 
choose to sell. Would you expand a little further on the problem?
One of the problems that people talk about is with respect
to switching securities. Now, you might sell a stock and buy a 
bond, or something else, but I assume in this $160 million portfolio 
you are talking about, money from many of the sales of stocks goes 
immediately right back into other stocks. I suppose in a fairly 
high percentage of the cases that would be true, wouldn’t it?
MR. DEPOLO: It depends on market conditions at the time
CHAIRMAN CATLETT: Does the total of $160 million jump up 
and down very much?
MR. DEPOLO: In the last two years it has been as high as
$160 million and as low as $120 million. If the climate is condu­
cive to selling in general, then it’s probably not conducive to 
buying.
CHAIRMAN CATLETT: You might comment a little more specif­
ically. If you do have a situation of a switch, and I’m sure this 
must happen from time to time, where you sell one and turn around 
the next minute and buy another one,, do you think that type of 
switching really creates income at that point?
MR. DEPOLO: If you are talking about the same security,
no. If you are talking about selling IBM today and realizing $40 
profit, and buying IBM tonight, the answer is no. Also if you are 
talking about Occidental selling IBM today and one of our subsidi­
ary companies going out and buying IBM tonight, the answer is no. 
But if you are talking about selling IBM today and buying General 
Motors tomorrow, then I think you have made a profit. You have 
taken something that cost you $100, sold it for $150, and you have 
$150 in your hand to go out and buy General Motors or whatever it is.
The point I’m trying to make is that I believe income 
comes from exchange transactions with people. Income doesn’t come 
from changes in market values. And I’m the first to admit that this 
kind of income is subject to some kind of discretion; but I think 
this is the job of the security analyst. It’s a question of the 
kind of multiple he’s going to assign to those earnings. The ac­
countant’s job is to tell what has happened to the company, not to 
do the security analyst's job for him.
CHAIRMAN CATLETT: Do you feel it’s inconsistent if you
were to carry a security at market value on the balance sheet -- 
you are probably one of the few companies that are carrying them 
at cost in your published financial statements. Most of the insur­
ance companies in the life and the fire and casualty field are 
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carrying them at market. So in those published statements do you 
feel it would be an inconsistency to record the income only as 
realized?
MR. DEPOLO: First of all, aren’t they really carrying 
them at cost, if they are carrying them at market on the asset 
side with some kind of unrealized appreciation on the liability 
side? As far as the shareholders net worth, aren’t they carrying 
them at cost? They are not really carrying them at market, if you 
consider all the accounts together. And so I see no inconsistency.
CHAIRMAN CATLETT: Well, if you were carrying them at mar­
ket and putting only the realized in the income statement, and not 
doing any averaging or spreading, do you think that’s inconsistent?
In many of the fire and casualty companies, they are put­
ting realized only in the income statement. That’s going on quite 
generally -- not in all cases, but certainly in many. Do you think 
that’s inconsistent?
MR. DEPOLO: I do not think it’s inconsistent, because to 
me, if you look at the market value on the asset side and the un­
realized appreciation on the liability side, and you subtract the 
two, you are back to cost, and when you sell that, you have a real­
ized gain. Maybe I’m being too mechanical, but that’s the way I 
have always looked at it.
CHAIRMAN CATLETT: Of course, the unrealized is not deduc­
ted directly, but at least it’s in the balance sheet.
PROFESSOR HORNGREN: Do you subtract the unrealized gain 
from the market?
MR. DEPOLO: No. Maybe I’m not the one to answer this 
question, because we don’t do it this way. We carry everything at 
cost.
CHAIRMAN CATLETT: What I understood him to say is that 
many of the companies carry them at market, and put the realized 
only in the income statement.
MR. DEPOLO: We would carry something at $100 cost. If 
that thing had a market value of $150, someone else -- another 
casualty company -- would carry it at $150 on the asset side and 
$50 on the liability. But still the cost is $100.
PROFESSOR HORNGREN: I just wanted to get clear on what 
you were doing.
MR. BEVIS: In your paper, Mr. Depolo, you make the state­
ment that the adoption of the market value method would lead to the 
accounting profession improperly affecting the course of economic 
activity. Do you think a statement should reflect economic conse­
quences, or pure dollar transactions?
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MR. DEPOLO: I believe they should reflect historical 
dollar transactions, under the concept we have today of financial 
statements.
MR. BEVIS: You wouldn’t accept any change in that concept
MR. DEPOLO: I would accept the change, if the change were 
applied to American industry in total and to all items in the bal­
ance sheet; "but I do not think it’s right to propose a change that 
affects one item in the balance sheet, and will affect only one in­
dustry or two industries.
MR. BEVIS: Because in your memorandum you go on to point 
out that the Board ought to give more attention to price level 
accounting, and, of course, that is only one device that might be 
used as reflecting economic consequences. Is that not true?
MR. DEPOLO: Yes. What I’m trying to say is that I just 
think it’s premature to select one thing, and I think it’s dramat­
ically illustrated if you compare common stocks to convertible bonds
Now, how are you going to have one rule for common stocks, 
and not apply that rule to convertible bonds? And then after adapt­
ing the rule to convertible bonds, how are you going to keep it from 
applying to straight bonds?
MR. BEVIS: How do you distinguish between a convertible 
bond and a convertible preferred and common stock?
MR. DEPOLO: I haven’t had to, up till now. [Laughter]
MR. BEVIS: I understand.
CHAIRMAN CATLETT: Thank you very much.
MR. DEPOLO: Thank you.
MR. DEFLIESE: We have one more question here.
CHAIRMAN CATLETT: One of these is: Are your assumptions 
used for Occidental premium studies -- I suppose this runs to what 
to do with dividends on stocks and capital gains, and so forth -- 
and interest, too. Where does this fit in to premium determinations?
MR. DEPOLO: My life insurance man has just left me, but 
let me try to answer it the best I can.
As far as I know, life insurance companies traditionally 
fund their reserves with fixed income securities, and it is those 
yield assumptions which are used in pricing policies.
MR. COLLES: That’s basically correct.
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CHAIRMAN CATLETT: I understood you to say that on Occi­
dental Life Insurance statements that are published, you include 
separate statements in your stockholders report for Transamerica?
MR. DEPOLO: Yes.
CHAIRMAN CATLETT: In your annual stockholders report 
you have the full statements of Occidental Life? The securities 
are carried at cost even in those?
MR. DEPOLO: Yes.
CHAIRMAN CATLETT: All right. Thank you.
MR. HARRINGTON: May I ask a question, George?
Do either of you know to what extent your views are 
shared within the industry?
MR. DEPOLO: Not fully. I know other companies that share 
our views, if you would like me to read them off.
MR. HARRINGTON: Well, it might be helpful if the Board -- 
you don’t need to tell us now, but if the Board had some kind of a 
list, so we’d know just what the various views are.
CHAIRMAN CATLETT: You might tell us anything you feel at 
liberty to.
MR. DEPOLO: Well, in thinking about it, I don’t think I 
know anything that you don’t know. You have received position pa­
pers, I believe, from all of the companies that I am aware of.
MR. DEFLIESE: You mentioned that you felt that account­
ants should give recognition only to transactions as they occur. 
Does that mean you disagree with the recent Opinion No. 18 in 
equity accounting, which reflects the income on a 20 percent or 
better holding without any transaction?
MR. DEPOLO: No, I think there you are reflecting income. 
You are reflecting your share of the income which has occurred.
You are looking at that as if you were partners with that company, 
and had some kind of a partnership interest.
MR. DEFLIESE: You have a similar situation in less than 
20 percent, don’t you?
MR. DEPOLO: Going all the way down to what? Down to 1?
I think the reason that you came to that position is that -- 
I have to admit that I have paid more attention to some things that 
were happening in other areas last year than in that area, but I 
thought the reason you came to that position was that there was a 
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presumption that a company which owned 20 percent or more of a secur­
ity was exerting enough management influence, or had the capability 
of exerting enough management influence, so that they in fact were 
running the business and were responsible for the income that that 
company had earned. This was a way to reflect that in the income 
statement, as if you were a partner.
MR. DEFLIESE: I think you are overstating that case a 
little bit.
MR. DEPOLO: Am I? Well, you pay attention to the things 
that affect you the most, and we don't have any situation like that 
with our companies.
CHAIRMAN CATLETT: Thank you very much.
American Mutual Insurance Alliance!
MR. CLYDE H. GRAVES: My name is Clyde Graves. I’m Vice- 
President and Actuary of American Mutual Insurance Alliance., an 
organization of 120 mutual insurance companies. I want to emphasize 
the fact that we are mutual fire and casualty companies. We have 
no shares. We have no stockholders. We don’t make any reports to 
the SEC.
Now, one of the major questions that you put forward in 
the memorandum on page 14 was: Should all companies follow a single 
general practice, or do differences in circumstances justify special 
practices for special circumstances?
We would suggest that the fire and casualty companies 
under the strict regulation of the state., under statutory accounting 
procedures, do justify special practices, and we have special cir­
cumstances.
Just to give you a brief summary of the position statement 
that we have already presented to your Board, we follow and are in 
favor of the practice of carrying the stock at market value. We 
treat the realized capital gains and income and the unrealized capi­
tal gains as surplus adjustment.
I would like to point out, however, that whatever the 
fundamental quantities we are speaking about today are clearly pre­
sented in the underwriting and investment statement of income and 
in the capital and surplus account, so it clearly states just what 
the underwriting income is, just what the net investment income, 
the dividends, rents, just what the net realized capital gain is.
Now, those three items happen to be listed in the top part 
of the page, and it’s called income. We also show the net unrealized 
capital gain, clearly set forth on the same page. The complete in­
formation is given in the annual statement prepared by our companies, 
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and even the question as to where you want to determine whether 
it’s cost or market -- that is also given in separate schedules 
supporting the annual statement.
If you have any questions, I'd be glad to answer them.
CHAIRMAN CATLETT: Just as a matter of information, on 
dividends by mutual companies, where do interest and dividends 
and capital gains fit into the computation?
MR. GRAVES: Dividends to policyholders?
CHAIRMAN CATLETT: Where do interest and dividends and 
capital gains fit into dividends? Are capital gains reflected in 
dividends at all?
MR. GRAVES: I would say yes, possibly, to a minor degree. 
There are a number of sources of dividends that a mutual company 
will pay: an underwriting gain, the net investment income, the 
interest account, and the realized capital gain, and the unrealized.
Now, a mutual company, in making a determination of the 
dividend payment, takes into consideration all four of those items. 
There must be a certain amount that must go into the surplus account 
to build up surplus for future operations.
Now, in recent years the mutual companies have paid out 
much more in dividends than the underwriting gain. There has been 
underwriting gain for mutual companies, but they have paid out in 
dividends much greater than that. The amount has mainly come from 
the investment income account and the total of the underwriting 
gain, and the investment income has made up and has offset the 
dividend. So there has been, in that sense of your question -- 
the unrealized capital gain has gone mainly into the surplus adjust­
ment account and built up surplus.
CHAIRMAN CATLETT: In computing dividends, the interest 
income and the cash dividends would be reflected in your dividends 
paid out?
MR. GRAVES: Yes.
CHAIRMAN CATLETT: But the capital gains would go into 
surplus ?
MR. GRAVES: I might point out here, since it has been 
mentioned by others, that the mutual fire and casualty companies 
carry a much higher percent of their funds in stocks than do the 
life companies, but not nearly as much as the stock fire and casu­
alty companies. On the average a mutual company has about 35 per­
cent of the assets invested in stocks. They are much heavier in 
bonds.
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MR. BEVIS: One question. Again, I’m probably misdirect­
ing it, but in your position paper you state that you were opposed 
to any departure from the statutory reporting requirements. Can 
you not distinguish between statutory requirements and requirements 
that the users of your statements might like?
MR. GRAVES: Well, I think mainly the basis is what I 
originally said, that we have no shares. We don’t have the problem 
that the stock fire and casualty companies have.
MR. BEVIS: You have policyholders.
MR. GRAVES: We have policyholders, and as far as they 
are concerned, the entire surplus is the point. As far as divi­
dends, although, as I said, most of it comes from the underwriting 
gain and the dividends, the management of the company could also 
declare dividends from the surplus.
MR. BEVIS: If I want to measure my net cost of my insur­
ance, should I not be entitled to a different type of statement, 
and a statement designed to protect me from loss of my policy?
MR. GRAVES: I would say that statement would give you 
the complete information. We tell you exactly how much we are 
making on dividends, how much from realized capital gains, how much 
from unrealized capital gains. As a matter of fact, we tell you on 
each stock we own just what we bought it at and just what we sold 
it for, and the summary sheet gives the amount that we have in 
capital — in stocks -- and just what we are making on them.
I think the statutory accounting procedure that we do 
follow gives complete information.
MR. BEVIS: I've always differentiated in my own mind be­
tween statutory requirements, because they are designed for one 
purpose, and user or investor -- and I grant you, you have no in­
vestors -- but user needs. And it seems to me they can mean differ­
ent things, although they can be parallel; and if you can devise an 
accounting system that satisfies users’ needs as well as statutory 
requirements, why can't you go both ways?
MR. GRAVES: I think we are in the fortunate position that 
the statutory accounting would also meet these other needs.
MR. HARRINGTON: Could you tell us what the relationship 
is between your surplus on policies and your reserves, as compared 
with stock companies?
MR. GRAVES: If we compare the surplus that we have, so 
far---
MR. HARRINGTON: I mean the total equities.
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MR. GRAVES: [Continuing] ...to premiums, the ratio is 
much less than that of stock companies. In other words, the sur­
plus related to premiums -- I don’t know the exact ratio that you 
asked before, but the fact is that we do have a much lower surplus 
relative to the premium writings.
MR. HARRINGTON: Is that the reason why you have a low­
er relative percentage invested in equities?
MR. GRAVES: No. Part of that is, I think, it’s more of 
a conservative philosophy. It’s also a general concept that the 
money there is essentially, in one sense of the word, owned by the 
policyholders, and it for the protection of policyholders.
CHAIRMAN CATLETT: Thank you very much. I think since 
the afternoon session is longer than the morning, we’ll take a ten 
minute break, but let’s try to be back in ten minutes.
[The meeting was recessed for about ten minutes.]
CHAIRMAN CATLETT: Next will be the Chairman of the Com­
mittee on Insurance Accounting and Auditing of the American Insti­
tute of CPAs.
MR. J. T. ARENBERG, JR.: Ted Arenberg.
Before commenting on the yield method of accounting for 
marketable securities, which is the method advocated by the major­
ity of the members of the AICPA Insurance Committee, I think it’s 
essential that we once again have a clear understanding of the 
full significance of investment activities in the insurance indus­
try, and in particular the property and liability segment of that 
industry.
There is, again, a need to call a spade a spade. Without 
investment activity, it’s doubtful whether the property liability 
industry would even exist today. In the last fifty years invest­
ment activity in stock companies has accounted for 97 percent of 
the results of operations, while what is referred to as underwrit­
ing activity has accounted for a mere 3 percent. Obviously, under­
writing activity has provided a substantial portion of the inves­
table funds, but the fact remains that it is the investment of 
these funds, together with capital funds, that has historically 
accounted for substantially all of the economic gains generated in 
the insurance business.
We must, however, look to the composition of the invest­
ment activity to put the question of accounting for investment gains 
and losses into an even more understandable perspective. During 
this 50-year period, ordinary investments -- that is, dividends, 
interest, and rents -- accounted for 64 percent of the 97 percent, 
while investment gains and losses, both realized and unrealized, 
accounted for the remaining 33 percent.
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The question being considered here, therefore, relates to 
roughly one-third of the total operating result, a portion of which 
is represented by realized gains or losses, and a portion of which 
is represented by unrealized gains or losses which result from the 
practice of accounting for stocks at quoted values.
It wasn’t always like this, of course. When we look at 
the thirty years prior to 1950, find that 69 percent of total 
operating results came from ordinary investment income, 22 percent 
came from underwriting, and only 9 percent came from investment 
gains and losses. Thus it’s only because of the events of the last 
twenty years that underwriting has diminished in importance, while 
the importance of investment gains and losses has grown to the point 
where they represent 40 percent of the total resulto
During these last twenty years, only 37 percent of the in­
vestment gains or losses has been realized, while 63 percent arose 
as a result of recognizing unrealized appreciation or depreciation in 
quoted values of stock investments. Thus more than 60 percent of 40 
percent of the total, or 24 percent of the total operating result -- 
using the word "operating" in its broadest sense -- has been recog­
nized as surplus without having been recognized as a part of income.
There is a great tendency to consider the question of how 
to report these investment gains and losses as though the determi­
nation of the gain or loss itself warranted little, if any, consid­
eration. The real thrust of the yield method is directed toward the 
question of the determination of realizable values on a going con­
cern basis. Those who blithely dismiss the yield method as being 
something designed to smooth or normalize earnings, or as being 
something which arbitrarily reports the results of the past as a 
part of the present, are oversimplifying the issue,
That issue is simply this: If quoted values at each year 
end are actually the equivalent of realizable values on a going con­
cern basis, why should there be any question about recognizing the 
annual change in those values as a part of the results of operations?
If, on the other hand, quoted values do not represent real­
izable values on a going concern basis, on what basis can quoted values 
be used in presenting financial position or the results of operations?
The point is that quoted values are not the equivalent of 
realizable values on a going concern basis. They are at best only 
a tentative indication of realizable values on a liquidating basis. 
If the going concern concept means anything in the application of 
generally accepted accounting principles to the investment portfolios 
of insurance companies, how can the use of liquidating values be 
justified? If the quoted values are not tentative indications of 
liquidating values, what are they?
We take too much for granted, and too much comfort in 
finding a security listed with a closing price on the New York Stock 
Exchange on New Year's Eve. We simply let that value enter into 
stockholders’ surplus or stockholders' equity without any question 
as to whether that value can be realized in the ordinary course of
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business. Net assets become a function of where we are in the stock 
market cycle, and not a function of what realizable values would 
prove to be on a going concern basis.
There is a need to judge the extent to which quoted values 
will or will not prove to be realizable. There is no way in the 
world that this can be done with certainty, but this doesn’t elimi­
nate that need. Even if it is decided that realized and unrealized 
gains or losses should be reported together in a separate statement, 
there is a need to judge the propriety of using quoted values for 
that purpose without any hesitancy or without any question whatso­
ever. While there’s no way that realizable values can be measured 
with certainty, there is a way to do so in a rational and systematic 
manner, and that is to base the judgment on experience. What has 
experience shown is realizable on a long-term basis?
It is for this reason, and this reason only, that those 
who advocate the yield method have turned to the past in an effort 
to judge the reasonableness of the present. The use of prior aver­
age annual yields or prior average investment gains or losses is, 
in fact, the only basis that exists for judging the reasonableness 
of current quoted values and the extent to which it can be reason­
ably expected that such values will be realized. The mechanics of 
using the past to measure the reasonableness of the present should 
not be allowed to confuse the issue.
The use of a ten-year moving average of investment gains 
and losses, for example, is opposed by some on the grounds that all 
periods would have segments of prior periods coming into the state­
ment, while pieces of the current cycle will be deferred to the 
future. Such reasoning represents a simplistic obsession with the 
process rather than with the result. Thus, if realized and unreal­
ized gains amounted to, say, 20 percent in a given year, and ex­
perience showed that ten years of experience produced an amount 
that was equivalent to an average, say, of 8 percent, there is no 
reasonable basis for inflating the balance sheet values or earnings 
by the difference of 12 percent.
Experience in this instance shows that 60 percent of the 
change in quoted values is not likely to prove realizable on a 
going concern basis. The unrecognized portion of quoted values 
should be regarded as a valuation reserve which is needed to present 
the assets on the basis of their estimated realizable values. There 
is a need, therefore, to discipline the use of quoted values in 
those businesses whose stocks are not treated on the basis of day- 
to-day asset values, and for which the existence of a long-term 
investment portfolio of marketable securities is an integral part 
of operations.
That discipline can be achieved through the use of valua­
tion reserves provided on the basis of long-term investment experi­
ence with realized and unrealized gains and losses. Without that 
discipline the concepts of the going concern and realizable values 
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are rendered meaningless. No other method being proposed addresses 
itself to these concepts. No other method being proposed recognizes 
the irrefutable relationship between changes in realizable values on 
the balance sheet and the income statement.
Those that advocate the recognition of realized gains and
losses only in the income statement, with unrealized gains and losses 
in surplus, completely deny this relationship. Those that advocate 
the recognition of realized and unrealized gains and losses in the 
income statement or in a separate statement all do so with an almost 
blind faith in the sanctity of quoted values, and do not even address 
themselves to the question of going concern realization. Those that 
advocate cost on the balance sheet with the recognition of only 
realized gains and losses ignore economic reality, and would be 
guilty of permitting far greater distorting of reporting in invest­
ment results than under any of the alternatives being considered.
Thus the real foundation of the so-called yield method
lies in its recognition of realizable values on a going concern 
basis. If changes in such values on this basis result in eliminating 
distortion or in tempering cyclical fluctuations, it’s because it is 
the result of the process, and not a reason for the process.
We have become obsessed with the income statement. In the 
process we have lost sight of the fact that, except for capital 
transactions, income was once regarded as but the difference between 
realizable net asset values at two different dates. What’s happened 
to this fundamental truth? A meaningful solution to the confusion 
surrounding the question of accounting for marketable securities can 
only be achieved by returning to this truth, and by reconsidering 
the underlying principles of going concern and realizable values.
The real objections to the yield method are concerned with 
the question of technique and methodology. Certainly most would 
agree that if the cash and growth elements of investment yields were 
precisely determinable each year, it would be logical to include 
these yields as part of net income. The fact that no method can 
accomplish this precisely is not a reason for concluding that it 
cannot be done in a rational and systematic manner.
CHAIRMAN CATLETT: What you have been stating is the ma­
jority view of your Committee?
MR. ARENBERG: Right
CHAIRMAN CATLETT: And you might briefly read into the
record, so that people here in the audience today are familiar with 
the fact, that there are divergent views in the Committee, and how 
many hold these views.
MR. ARENBERG: Out of fourteen voting members -- one mem­
ber did not vote, or abstained -- eight of the fourteen that voted 
advocate the yield method. Four advocate accounting for equity 
securities at quoted values on the balance sheet, and recognizing
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both realized and unrealized investment gains or losses, either in 
the income statement as a part of the net income with appropriate 
segregation or on a separate statement of investment gains or 
losses. One advocates cost on the balance sheets with the recog­
nition of realized gains or losses only. One advocates market on 
the balance sheet with the recognition of realized gains or losses 
only in income, with the unrealized gains or losses going direct 
to an appropriate surplus account.
PROFESSOR HORNGREN: Well, I asked some of these questions 
this morning, but I'll repeat them. My first question is: What is 
a going concern basis? Could you define it?
MR. ARENBERG: I can give you my understanding of what 
the going concern concept is intended to recognize, and that is 
that it’s a concept that dictates that when financial statements 
are prepared, they are prepared with a view to the idea that the 
reporting entity is not about to go out of business; that it will 
continue in the normal course of operations.
It distinguishes, I would say, liquidating concepts from 
what we have referred to as going concern concepts, if I can use 
the term to make the distinction.
PROFESSOR HORNGREN: Okay. The net realizable value on 
a going concern basis is a phrase that you used several times, both 
in your report and in your oral presentation here. I interpret net 
realizable value on a going concern basis as a prediction of what 
is to be realized from the assets in question in an orderly, let’s 
say, turnover of portfolio rather than a crash liquidation of the 
portfolio. Would you agree with that?
MR. ARENBERG: Yes.
PROFESSOR HORNGREN: Then the question becomes: What 
value is the best predictor of that net realizable value? Is it, 
indeed, a moving average market, or is it market value as of---
MR. ARENBERG: New Year’s Eve.
PROFESSOR HORNGREN: [Continuing] ...New Year’s Eve?
Or, for that matter, it might be an average market value or it 
might be market value less 10 percent, or 15 percent, as was men­
tioned this morning.
My question really is: What evidence do we have today 
that helps us predict that net realizable value? And it’s my under­
standing that there’s much evidence in the field of finance that 
market value is a better number as a basis for predicting that than 
a moving average.
MR. ARENBERG: Market value as of what point in time, if 
I might ask?
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PROFESSOR HORNGREN: Current market value on New Year's 
Eve.
MR. ARENBERG: Let me go to the board, if I may.
PROFESSOR HORNGREN: Sure.
MR. ARENBERG: [Drawing a line to suggest very wide 
fluctuations.] [Laughter] This is a crude picture of the invest­
ment gains or losses as depicted in one of the pages in A. M. Best's 
book, Aggregates and Averages, and I think the question you are 
asking is whether or not, if I happen to be taking a balance sheet 
off at the tail end of that line, that's a better indication of 
what's going to happen in the future.
My judgment tells me that history is the best indication 
of what’s going to happen in the future, particularly if the Presi­
dent happens to have been shot in the last week in December, and 
the market took a nose dive. I think that rationality dictates 
that history is a better indication of what might be expected.
And if I might. I’ll draw another line which to me tells 
what that indication is. [Illustrating further] I don’t mean to 
suggest that that line is always going up, because in the calcula­
tions that I have made and the research that I have made, the yield 
method using a ten-year moving average does not always result in 
continuing to go up, nor does it always result in going down. 
There are fluctuations in that average yield. But the fluctuations 
are much more minor. They are not as dramatic as the fluctuations 
that happen to arise when you take the quoted values as of each 
year end.
So my judgment tells me that the best indication of what 
might be expected in the future can be based on what has happened 
in the past, rather than where we happen to be when we take off 
the balance sheet.
PROFESSOR HORNGREN: Well, this is an empirical question, 
and I think we ought to gather the facts and seek which is the bet­
ter predictor. That's the major point that I wanted to make. I 
don't know the answer to this question.
MR. ARENBERG: I would like to see the evidence that you 
are referring to, which says the quoted value at New Year’s Eve is 
the best indication of what’s going to happen in the future.
PROFESSOR HORNGREN: There have been many publications 
in the Journal of Finance that attest to this. This may be hard 
to swallow. I’m just citing the evidence as it is published.
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The other point that I would like to raise is: If 
moving average market is a preferable basis, then would you ad­
vocate not revealing market values, because they are so horribly 
misleading?
MR. ARENBERG: Not at all! As a matter of fact, I get 
a little incensed when those that oppose certain methods use the 
word "burying” something, as though the method itself advocated 
obscuring what the facts are. As you will see in our paper, 
there will be a clear indication of what the realized and unre­
alized gain or loss was in each reporting period, and there would 
be a clear indication of the extent to which that change is re­
garded as having been earned in that year, and. a clear indication 
of the extent to which the unrealized and realized gains and losses 
are not being considered to have been earned. All of these things 
would be disclosed under the yield method, as we envision it.
PROFESSOR HORNGREN: So that the market value at the 
end indeed is regarded as significant information that should be 
included?
MR. ARENBERG: Oh, certainly! Yes.
CHAIRMAN CATLETT: I'll just read this question from one 
of the APB members. Please explain the passage on page 9 of your 
paper that says: Experience would indicate there is only a certain 
portion of the quoted value which you can necessarily expect to 
realize. How could you judge this if you had no intention of sell­
ing the securities in the near future?
MR. ARENBERG: Are you reading the sentence that says: 
"if experience were such as to indicate that we could reasonably 
expect to realize only $700,000 in the ordinary course of business"?
CHAIRMAN CATLETT: I suppose that's it.
MR. ARENBERG: Well, again we're looking at the past to 
judge what we expect to happen in the future, and in looking at the 
past year, this is what we are referring to when we use the word 
"experience", and if that experience indicated that on the average, 
instead of having, in this case, 66 percent appreciation -- that on 
the average it would only be 15 percent — we’re only going to use 
the 15 percent.
CHAIRMAN CATLETT: I assume you are saying that past av­
erages over several years -- and the future is also over several 
years ?
MR. ARENBERG: That’s right, but I think the key point to 
be made here is that this is not a prospective view; it's a view 
that's based on experience, and the yield method is intended to dis­
cipline itself.
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CHAIRMAN CATLETT: As I understand it, it's locking 
forward on the basis of past experience.
MR. ARENBERG: I don't know that we can say that we're 
looking forward, when all we are doing is reporting the income 
for a period that's just past. We're looking forward in terms 
of what we think realizable values will be.
CHAIRMAN CATLETT: That's what I meant.
Here’s another question: If the market is to be ad­
justed on the basis of experience, and experience depends upon 
yield, is this not a circular calculation?
MR. ARENBERG: I'm not sure that I follow the question. 
I think the question might be circular. I don’t know that the 
answer is. [Laughter]
All we’re saying here, as Mr. Deck pointed out earlier 
this morning, in using the technique that he advocated -- and 
which, incidentally, we could easily subscribe to -- again, we 
don't want to get hung up on methodology there. We’re dealing 
with percentage exchanges each year, and the yield method says 
that the yield is simply the average of those individual annual 
changes in value.
CHAIRMAN CATLETT: Of course, the question always comes 
up in connection with the yield method, as you well know, as to 
whether it's smoothing or normalization, or something of that sort. 
I don’t know if you want to comment on that.
MR. ARENBERG: Yes, I'd like to.
CHAIRMAN CATLETT: I think you have to some extent 
already.
MR. ARENBERG: I think I have, but I would also like 
to say this, that those that advocate leaving the investment gains 
and losses out of the income statement are doing so because they 
are trying to level things out. Obviously, the argument against 
putting both in the income statement is the volatility. I think 
that was made clear this morning. So the argument of those that 
advocate leaving out the investment gains and losses is that they 
are doing so because they want to level what they regard as operat­
ing results.
I don’t believe that if, in fact, in the long-term in­
vestment portfolio in equity securities -- that the yield which, 
combined with the cash dividends, is ranging from 8 to 12 percent -- 
if those are the economic facts, I don't see that there is any level­
ing or smoothing involved here at all. I think it’s a matter of re­
porting what those facts are.
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CHAIRMAN CATLETT: What is your view on this question 
of whether dividends and capital gains and losses should he 
merged into a total yield? I think most of the people who have 
talked today about this have advocated leaving the dividends 
separate in the income statement, and applying the formula yield 
only to the capital gains and losses. The statement has also been 
made today that you might get 8 or 9 percent on bonds and 2 or 3 
percent on stocks, and the only reason stocks are bought is because 
they think they are going to get 10 or 12 in total on stocks; but 
when they say 10 and 12 instead of 9^ they are thinking of capital 
gains plus dividends.
Do you want to comment briefly on whether it would be 
better to merge the two together and take a total yield approach?
MR. ARENBERG: I think that it’s an unnecessary refine­
ment, if, in fact, it’s a refinement at all, to suggest that the 
cash dividend be thrown into this calculation, and I say that for 
the reason that, in looking at the last ten years, for example, 
it’s clear that cash yields have been increasing. By the same 
token the appreciation yields have been decreasing. When you put 
the two together, the yield has been constant. But I think the 
investment income -- that is, the ordinary investment income from 
ten years ago with current investment income -- to average it comes 
much closer to what the opponents say involves averaging or normaliz­
ing or smoothing.
I think, as I said in my remarks, if we knew precisely 
what the yield was, there wouldn't be any need to do any averaging. 
To the extent that the cash dividend is a reflection of that yield, 
I see no reason to do anything with it. It’s the mysterious growth 
element that has to be dealt with, and I don’t see any basis for 
confounding that problem, confusing it, with the idea of averaging 
the ordinary income.
CHAIRMAN CATLETT: I believe Mr. Deck mentioned this morn­
ing that he was not going to go below zero in this valuation reserve; 
I suppose, on the basis that securities would not be written up above 
market value. Do you agree with him on that?
MR. ARENBERG: Yes. I did note that in theory there really 
is no reason not to adjust in the opposite direction, but in the in­
terest solely of accounting conservatism -- I believe is the way he 
expressed it -- he would introduce this as a floor. This, too, is 
the thought of the Committee, the thought being that the world isn’t 
ready to go all the way with the thing.
CHAIRMAN CATLETT: If you have a credit balance, that is 
a valuation reserve against the asset. If you have a debit balance, 
you would be adding it to the asset -- and in effect, writing the 
securities up above market.
Of course, isn't it true that in most of our older 
companies you would have to have a terrific drop in the market -- 
much greater than last year -- to have a net unrealized loss? 
But on the other hand, with the newer insurance companies, you 
could have that situation.
MR. ARENBERG: I have done some calculations on that 
using the Dow-Jones averages as a measure of the change, and I 
believe that situation would have occurred something like five 
times in the last forty years.
MR. DEFLIESE: Isn't it also true, Ted, that industrials 
maintaining historical cost have been above market?
MR. ARENBERG: Yes, that's happening today.
MR. BEVIS: Ted, your Committee had some discussion as 
to how they distinguished the insurance business against the manu­
facturing company. Would you mind repeating again how you distin­
guish between the insurance business and manufacturers on equities?
MR. ARENBERG: I suppose the best way I could answer that 
would be to say: If Bessemer No. 2 at U. S. Steel had a quoted 
value, I would advocate using it, too. The investment in a steel 
plant is made with a view to absorbing that cost over the lifetime 
of that property. This is a concept that simply isn't present in 
investing money in securities. It's an apples-and-oranges question. 
There is averaging going on. However, the mere act of depreciation 
involves the same concept.
MR. BEVIS: I thought that point ought to be brought out.
CHAIRMAN CATLETT: I have an editorial question here from 
an APB member and the bias may show a little bit.
Is the job of accounting to change objective evidence; 
that is, market price?
MR. ARENBERG: I'm sorry. I didn't get that.
CHAIRMAN CATLETT: Is it the job of accounting to change 
objective evidence, such as market price?
I would gather the crux of this question is that market 
price is definite evidence that's very objective, and I assume that 
this question has been directed to the alternative that is not 
objective.
MR. ARENBERG: The question implies that there is some­
thing absolute about that quoted value. I think the job of account­
ing is to deal with all the evidence, and I regard the quoted value 
as just one element in that evidence.
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CHAIRMAN CATLETT: So you are taking the position that 
the other is objective evidence too?
MR. ARENBERG: I think what's happened in the past 
should be regarded as just as important a bit of evidence in 
presenting financial position as the quoted value at the end 
of the year.
CHAIRMAN CATLETT: The question really is: Which ob­
jective evidence do you want to use?
MR. ARENBERG: You're using all of it. To use one to 
the complete exclusion of the other would be erroneous.
CHAIRMAN CATLETT: Your yield formula is based on that 
objective evidence?
MR. ARENBERG: I think it's a question of the manner in 
which that evidence is applied and used, and we think that there's 
a need for dealing with that evidence in a more rational manner 
than you can achieve when you simply accept what the Wall Street 
Journal says on New Year's Eve, without regard to what history 
has shown might be the case.
CHAIRMAN CATLETT: It really all boils down to deter­
mining what we are trying to do, and then how best to do it.
MR. ARENBERG: That's true.
CHAIRMAN CATLETT: And I think much of the discussion 
today has indicated there is quite a difference in views as to 
what we are trying to accomplish -- which, of course, is part of 
the problem.
MR. ARENBERG: Yes, it is.
PROFESSOR HORNGREN: I have one more question. In con­
nection with trying to reconcile the various views of your Com­
mittee members, did you explore any compromise notion, such as 
the one-year moving average, rather than a five-year moving 
average?
MR. ARENBERG: No. The only thinking that approached 
compromise, I think, would go something like this. I think that 
all of us would be willing to accept just exactly what most of 
those in the industry totally reject, and that is putting the 
realized and the unrealized gains and losses in the income state­
ment each year as they occur. We can't see any alternative to 
that.
But to ignore such a substantial part of what the last 
fifty years and the last twenty years have shown is going on -- 
to suggest this is not a part of operations -- to us is wholly 
indefensible.
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CHAIRMAN CATLETT: Thank you
We’re now going to have another viewpoint from the same 
American Institute Committee, Mr. Greenberg.
MR. FRANK GREENBERG: I represent, as Mr. Catlett said, 
the so-called minority opinion on the AICPA Committee on Insurance 
Accounting and Auditing. At one time I thought I represented a 
minority of one. It may give you a chuckle, especially the Account­
ing Principles Boards to know that in December, 1968 I represented 
the majority opinion on our Committee, and then I. found that by the 
time February of ’69 had come along, I was standing high on a windy 
hill all alone. And just recently at a meeting of our Committee, 
which I did not attend, unfortunately., I found that three other 
members had gathered around my standard, and I'm not sure even to­
day who they are. I wasn’t present, but I am now a minority of four. 
I feel a little more comfortable.
The notice that I received from the Accounting Principles
Board directed that we should not read our statements into the rec­
ord, and I will try to avoid doing that; but I think it would be 
important now if I gave you just a two- or three-minute summary of 
the minority paper which I submitted, and which some of you may net 
have had an opportunity to read.
The Committee on Insurance Accounting and Auditing, as
Ted Arenberg pointed out, has substantial agreement on most of the 
points in the paper which they submitted to the Accounting Principles 
Board; and where they differ -- where they part company — of course 
is on the methodology. And a lot of emphasis has been put earlier 
today on this particular aspect of the problem.
I think that in the presentations that have taken place
during the day up to this point, and most of the papers which I 
have had a chance to look at, there seems to be substantial agree­
ment on things like: the insurance industry obviously has invest­
ment operations that are inherent in their operation, and they do 
contribute significantly to the overall earnings stream, while in 
other industries they may be important and significant, they are 
not as primary as they are in the insurance industry; also that the 
balance sheet of an insurance company -- I don’t care whether we are 
looking at it from a statutory standpoint, whether we use the single­
statement approach, whether we use the two-statement approach, or any 
other combination -- without talking about holding companies or non­
insurance parents — will usually show the equity securities at mar­
ket, and it will carry that unrealized appreciation in surplus. The 
balance sheet, standing by itself, does not receive much of an impact, 
except the effect of deferred taxes; the income statement is the 
primary target of this so-called technique, or methodology.
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I point out how important this matter is, because Just
recently the SEC, as of April 13, issued a statistical series release, No. 2514, in which they point out that life insurance 
companies had a net portfolio increase of common stocks of $1.8 
billion in 1970, a record high. Property and liability insurance 
had net purchases during 1970 of $890 million, just barely below the $900 million level of 1969.
If these companies had such significant activity in this
area, I don’t see how they can, either through their associations 
or individually, as we have heard them today, come forth and say 
that their primary business is insurance, and that the investment 
activity is only corollary thereto, should be supplemental thereto, 
and should not flow through the earnings statement.
They are not supported, I think, by any other reason than
that’s the way they would like to see it, and their accountability 
has to be demanded in some fashion, because 97 percent, as Ted pointed 
out, of their earnings over the last fifty years have come from invest­
ment income and capital gains and losses, and only 3 percent contri­
buted by the underwriting process.
It seems to me some of the things I have said in my paper
I'd like to emphasize to you today, when we talk about the critical 
decision. A number of articles have been written on this in which 
they point out that a decision not to realize is equally as import­
ant as a decision to realize; and I think, particularly with the 
unique nature of the animal, marketable securities, today through 
electronic devices enables you to pick up the phone, buy or sell, 
and have your proceeds or expend them within the next few days. 
Very few assets come to mind that have this unique characteristic, 
and. since they do find themselves objectively quoted, there’s no 
reason why they should follow the same rules.
Usually, as all of you are aware, bonds have a depressing
dip during the period of their life, and. then slowly climb to matur­
ity. You may not be able to take such an unrealized loss at a time 
when you may not be in a position to do so; but marketable securities, 
being a special kind of animal, can be treated differently. And if 
they can be treated differently, one of the things that gives me a 
chuckle is to hear everybody emphasize New Year's Eve -- suggesting, 
that this hapless portfolio manager got caught with his stocks up or 
down on December 31, at midnight.
I mean, it suggests that he didn't have 200-some-odd days
of trading in which to make a decision either to sell or not to sell, 
but that he is only measured by the January 1 or December 31, which­
ever may be appropriate.
I think this demeans him. I think it derogates the role
of the portfolio manager, the investment committee, or whoever else 
may be in charge, and it also doesn’t take into account that they 
may have -- I don’t know of many companies that do -- a stated 
philosophy which has to be subject to change at times.
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People talk about the critical decision as though it were 
made in a vacuum. The manager is affected by all of the things we 
have talked about today. He’s affected by the assassination of a 
president, a change in politics, strikes in any particular activity. 
If some industry is going down the drain, or if the Penn Central is 
going into receivership -- any number of things might change his in­
vestment philosophy.
I think it’s rather specious for some of the folks to have 
come up here today to say that these events would not change their 
philosophy, that they would merely let the portfolio go on, turn 
their eyes elsewhere, and feel that over a 5- or 10-year period the 
portfolio will right itself. That’s sheer nonsense.
They will probably move at a time when the move is dictated 
by whatever event has occurred. If they have to predict, they have 
to have flexibility, either to move from that security to another or 
from that class of securities into another type of investment-
The investment yield philosophy suggests that methodology 
is the only thing that's hanging us up. I don’t think that's true 
at all. I think that we could probably find something that would be 
arithmetically sensible, except that I can't find, from the observa­
tions I have made today., either the papers or the discussions or the 
question-and-answer sessions, any two people who agreed upon such 
methodology.
I have been on a Committee of approximately 15 men who have 
addressed themselves to this problem for the last three years, and 
whenever the question of what kind of formula would be acceptable to 
them arises, the answer is given in only a general fashion. I cannot 
envision being able to determine some kind of formula which would be 
acceptable to all factors.
And then it’s like the question of: How's your wife? I 
mean, compared to what?
We have an infinite variety of formulas which are accept­
able to whom? The accountants? The investment manager? The Com­
mittee? Management? The stockholders? The Associations? The 
financial analysts? And on and on!
I can’t conceive that there would not be second guessing 
all the way down the line on all of these formulas that may have been 
submitted to any particular group. Even if agreed. upon, between 
various segments of the economy that I have noted, it would have to 
be subject to change. You could not put such a constraint upon any 
of these elements that they were not permitted to change this phil­
osophy upon advancing cogent reasons for doing so; and if they come 
up with such reasons, and accountants are faced with the problem, do 
you permit this? Do you give an opinion? Do you have a comparability 
problem? A consistency problem?
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You open up the classical Pandora's box, and you subject 
yourself to all kinds of criticism by any one of these groups.
It's particularly distressing to me to have people come up 
and say: You cannot run this thing through in a raw fashion, in a 
wild fashion, in a severe fashion -- and continually emphasize the 
short-term trends in the market, while they ignore completely the 
long-term trends. There are forces of equal magnitude that are op­
erating at all times in the long-term market, and even outside of the 
common stock portfolios there are preferreds which are affecting them, 
and convertibles, and perhaps interest rates.
There are other problems such as the balance of payments 
between nations that affect the market. All of these things affect 
the market; and yet everybody talks about the short-term trends, and 
show some jagged peak line such as is represented on the board as the 
the only thing we have to watch out for, and we have to keep our 
skirts clean, and as long as we stay clear of that, no other prob­
lem will face us, if we can eliminate the short-term swings.
Any one of these techniques, any methodology that's sug­
gested by any of the proponents, has to take into account the long­
term trends. If they are balanced together, I submit to you, as I 
said in my paper, that maybe these are the most objective indicia. 
Maybe these are the best criteria. The infinite variety of inter­
actions in the market itself provides some kind of balance which no­
body can get a fix on, whether it be analysts or accountants or in­
dustry. If that's true, what we're trying to do in averaging is pro­
pose another type of formula to superimpose on the actions of all of 
these things, without knowing what the effect of that is going to be. 
We have no way of predicting what a long-term philosophy will result 
in, and we have no way of having this emerge.
I have talked with portfolio managers. I get a distress­
ing answer which is comical. When you say, "What is your investment 
yield philosophy?" and they say, "My what?" and then you say, "Well, 
of course you must have some program."
"Well, of course we have. We have a balanced program, so 
much in bonds, so much in common stocks, so much in rents."
"Is that a firm thing?"
"Well, of course it’s firm, until some conditions cause it 
to change."
Well, if this is the kind of atmosphere in which that yield 
formula will have to be developed, obviously my point is that an in­
finite variety of these formulas will emerge, and I can't foresee how 
they could be so foolish as to inform any reader of the statements 
what that formula is, or how it has changed. Then we have opened up 
an area that the accountant, I think, can be criticized for.
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I have pointed out, in the accounting cycles and statement 
presentation, that insurance companies particularly, and many other 
companies such as construction companies, or those in the exploration 
business, have a long, cyclical kind of reporting which is negated by 
one-year presentation. Nobody would argue -- and least of all I -- 
that one year is the right measure for the Insurance company, But 
it’s very similar to a circle. I mean, any mathematician will tell 
you that a circle, if broken down into small enough arcs, will be 
small lines to the eyes, to the magnifying glass, to a microscope. 
The same thing is true: If you put together all of these little, 
short lines, they make up the long cycle in the insurance industry, 
or any one that is unnaturally constrained by one-year reporting.
If it is true that they are constrained, why should they 
be so upset by the fact that the marketable securities are put into 
this framework? They submit to the same reporting cycle for the rest 
of their activities. Are they suggesting that the underwriting pre- 
cess should not be one year, and therefore they will now refuse to 
do that? And as has been pointed out today many times, would they 
average the underwriting process? The answer is no. Would they 
average anything else which is taking place in their business? 
Would they average the business of subsidiaries?
Why should they object so strenuously to the one-year re­
porting cycle for just this one segment of their operation, and say 
that that's not fair, without addressing themselves to the fairness 
of all the rest of their operation? Either they take an overall 
approach or they are not entitled to segment this item and hold it 
up and say: You can't do this to us, fellows.
I think that some of the bookkeeping problems that the 
accountants will face -- just bookkeeping, what to do with the debit, 
what to do with the credit, how to present it — will in itself come 
up with a number of formats that will be so unlike each other and sc 
unreal from the standpoint of trying to achieve comparability that 
there will be a further deterioration of this principle that we have 
been cherishing for so long and trying to achieve.
We are trying to get things to lock like other things, and 
we now take a step which I think will negate years of struggle to 
get to this point as a profession and find that we have opened our­
selves up to a lot of criticism, taking on a mandate which is not 
ours.
The objective reporting of the activities of a company -- 
admittedly, one which is an important segment of their operation -- 
should be reported as it happens, and should not be subjected to 
some kind of nonfactual inversion through some formula. It may be 
that playing results and taking a look at history and taking a look 
at cycles and running composite averages says: Well, isn’t it more 
rational and systematic to come up with a number, that shows we made 
$30 million each year, rather than made $79 million one year and lost 
$18 million another year?
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And the question has to be answered with others: Better 
for whom? Who is served by this?
I would say that if I were to find one problem here in 
these hearings, it’s that there are some questions which cannot be 
answered by the people here, because there are a couple of groups 
that are not represented. The users of these statements are not 
represented., as had been pointed out by questions today. The 
creditors -- whoever they may be -- and the stockholders are not 
represented as to their views on what they would like to see. No 
studies have really been made, as also pointed out prior to this, 
of whether or not stockholders are an informed group and every­
body seems to look down upon stockholders as being some kind of 
animal who wouldn’t understand the statement no matter how we pre­
sented it; it’s only important that we present it for the associa­
tions, the financial analysts, the accountants. The stockholders, 
who put their money in here, won’t know how to read the statement 
anyhow.
And that negates the fact that when we are faced with the 
problem of making the statement more readable and more understand­
able, we are now going to take the opportunity to make it more dis­
tinguishable from actual facts as they occur.
I don’t know what to do with the deferred debit. The sug­
gestion was made a few moments ago that if this happened, it would 
probably only happen in the new companies. This is an area where 
we are concerned. We are not concerned with the mature company. 
The mature company probably, after the initial adjustment, will not 
have much of a material impact on its income one way or another, 
whether it uses statutory or generally accepted; but the new company, 
the emerging company, the growing company you can take an insol­
vency and blanket it with this kind of formula.
And in any case, I don't know how -- because I don’t have 
the problem. I’m in the minority, I don’t know how you would defend 
this position.
If I were to assume that a deferred debit under this long­
term philosophy had to be added to the value of my portfolio, and 
therefore overstate the value, no matter how I footnoted the thing, 
I couldn’t buy that. I just couldn’t absorb it. I'm sure that the 
long-term philosophical averagist can do this, because they cannot 
write it off, because that would destroy their whole formula; so 
they would have to go to a different yield formula and a different 
philosophy.
The purpose and nature of APB Statement No. 4 "Basic Con­
cepts," as I pointed out in my paper, that are illustrated in the 
qualitative indicia have relevance -- I’m not insulting you by read­
ing this. Everybody has read it -- but relevance, understandability, 
verifiability, neutrality, timeliness, comparability, completeness, 
I think, are best served by the objective indicia and criteria that 
are represented by putting these "raw and severe" fluctuations as 
they occur into the income statement, because that’s what happened.
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If the company went into an agency program and lost a million dollars 
that year, you would write it off. You wouldn't spread it over a 
period of time,
Suppose we were talking about a year in which there was an 
unrealized appreciation, and this was going to go through the income 
statement. I think there might be a different atmosphere, a differ­
ent climate. But the reception of such a raw, wild swing -- it all 
depends on who is being hurt and who is being denied.
But if we don't go to either method, and simply adopt what 
we adopt on most of the other activities of the company, what actually 
has taken place., nobody can be criticized; and this method may very 
well represent a systematic and rational reflection of what has hap­
pened in the marketplace.
There are some comments on other papers that I have 
gathered today that I would like to make briefly, which I thought 
was responsive to the ABB letter also. It said we should make com­
ments upon the statements of other participants, and I would like to 
make a few of these before I leave the podium.
It seems to me that it is meaningful to the investor to 
know the realizable value of the securities, and it is meaningful 
to him that it impacts on the income statement, without having to 
try to decide whether putting it in an unrealized appreciation some­
where will affect him, and in what way: whether using a two-state­
ment presentation means that you can arithmetically add together the 
earnings per share presented for each one. And if, indeed, all he 
has to do is do the arithmetic, why didn’t the company present them 
together, if that’s all it means?
There must be some other bar to this that he doesn’t recog­
nize, and obviously the investor is not privy to APB No. 9. He 
assumes that this has the endorsement and the mantle of the profes- 
sion, and I’m not sure that it is responsive to it.
We talked about this poor fellow, the investment portfolio 
manager. I think we really demeaned him. Everybody says today he 
should not be accountable for what he does. He buys securities on 
an earnings per share basis or a price-earnings ratio. Why should 
his company, with 97 percent of his activities contributing to the 
earnings -- why shouldn’t they also be accountable by their earnings 
per share and price-earnings ratio, instead of trying to segment it 
in such a way that nobody can find that number?
And it is not the accountant's role to try to seek this 
multiple. The financial analyst has sought it in many ways. They 
will find it no matter how we present this statement. They will 
make their own decisions. They are an. informed profession. They 
are not going to be misled. Only the people who read the statement 
other than those who have been involved in this activity can be mis­
led by a presentation that doesn't flow all activities through the 
income statement.
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We talked about legal problems, I don’t think anybody has
really emphasized that today, although some papers I have read have 
made this point. I can foresee, especially with some of the rather 
violent problems that the profession has faced with lawsuits for 
various and sundry reasons - I can see another problem emerging. 
When the yield philosophy produces., as has been pointed out, a pro­
fit in a year when an actual loss was sustained and an investor buys 
on the basis of what he sees in the operating statement, and later 
on finds that their performance deterioration is accelerated from 
another year, pushing it still further down, now screams that he was 
misled -- I would not be the one to contend with him that he has not 
been misled. If he were to see the factual situation, and buys on 
that basis, the caveat would be against him.
But if we subscribe to a position where this averaging has
blanketed -- has cloaked -- whatever its rationale -- whatever took 
place, I think he has -- and this is a nonlegal opinion -- a right 
of action.
It has been pointed out today that APB No. 18, which is
now accepted -- is now in the form of a position which we will take 
with equity accounting from 20 percent up -- why is this not served 
for the 19 percent investment, the 18 percent, the 1 percent, the 
3 percent? And the answer is that it should be served in the same 
fashion; that if there are things that take place in a controlled 
security -- why shouldn’t these changes which take place in an un­
controlled security, or an uninfluenced security, also be recognized 
in the same fashion? Because if we do it two different ways, and 
it can be done two different ways in the same company, that company 
may be picking up equity in some sub that it owns 20 percent of, 
and not picking up the appreciation in a 19 percent owned investment, 
and this just doesn’t make sense. It is inconsistent with the trend 
in reporting today.
I think that there are short-term trends in the market,
and I have looked at some of the averages. The New York Stock 
Exchange has said in some of their pronouncements that these short­
trends reverse themselves every three or four years. Well, if that's 
true, this is rational enough and systematic enough for me. I don't 
find that I’m always going to be at the peaks or always at the val­
leys of such a sawtooth diagram. I’m going to pick up these so-called 
year-end values which I contributed to. I could have been out of that 
security before the year end. I chose to stay in it. I have to be 
accountable for it. I'm the portfolio manager. I'm the investment 
committee. I have no right to say that I am entitled to a smooth, 
even averaging. I made the critical decision.
And these are the things which bother me whenever we talk
about the manner in which we will subscribe to a formula, or that we 
may very well come out with a dictate which will lead our profession. 
And I don't want to go on speaking, but since nobody else has been 
telling jokes today, I’d like to wind up with one for the Board, and 
I'd like to tell the one about the politician who was asked whether 
he thought that his pronouncements had influenced public opinion, 
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and he said that public opinion was much like a mule that he had once 
owned. In order to give the impression that he was completely in con­
trol, he watched closely where the mule was going and followed closely 
thereafter.
the mule,
I’m sure nobody wants to be in the position of following 
if the dictation of such a formula will do that.
CHAIRMAN CATLETT: All right, we might ask a few questions 
You made a comment, I believe, that in the case of newer and smaller 
insurance companies the yield approach might cover up insolvency. 
Will you explain that? I couldn’t quite understand what you meant.
MR. GREENBERG: Basically, a new company must nave a cer­
tain amount of capital and statutory surplus in order to write busi­
ness. If we are going to spread this effect in such a fashion that 
there may be a deferred debit in a new company that should be written 
off under general practice as it now exists, then we might very well 
be covering up, with such a method of reporting, a possible impair­
ment of their right to write business.
CHAIRMAN CATLETT: But it’s not the majority view of 
Committee that they would do that?
MR. GREENBERG: No. I’m just saying that I could foresee 
that this would be a problem, and that it may be an impairment of 
statutory surplus, even, though that: would be revealed in any case.
CHAIRMAN CATLETT: Just to clarify the record, I. believe 
that the comments of both Mr. Arenberg and Mr. Deck earlier take 
the position they would not have a deferred debit.
MR. GREENBERG: Well, I think I heard variously that they 
would run it down to zero -- deferred credit -- but I did not get a 
handle on what they would do with a deferred debit.
CHAIRMAN CATLETT: I understood them both to say that they 
would not go to a deferred debit. Anything below zero in the reserve 
would be charged to income.
MR. GREENBERG: Well, if that’s true --
CHAIRMAN CATLETT: Which means that securities would not 
be carried above market.
MR. GREENBERG: If that’s true, this does militate against 
your investing yield philosophy. Lt destroys your total yield, or 
whatever it may be, and you have to restate it.,
CHAIRMAN CATLETT: I believe they said that conservatism 
might come into play there. I just wanted to clarify that.
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MR. GREENBERG: I understand that modification, but I 
would say the modification would have to distort their philosophy, 
and they would have to change it.
CHAIRMAN CATLETT: I understood you to say also that in 
the case of the larger, older, and more mature insurance companies 
you would get somewhat the same answer under many of these methods, 
and maybe I didn’t understand you right, because it doesn’t seem 
to me that would be the case.
MR. GREENBERG: Those who have fairly stable portfolios 
of substantial magnitude may experience a loss which percentage­
wise does not affect them a great deal, and they can sustain this, 
and know that in the short-term trend, a 3- or 5-year cycle, that 
they probably will have a reversal of it. Usually their holdings 
are also in fairly large quantities, and they would be faced with 
the problem of blockage if they didn’t maintain a posture, and so 
if once they had gone to the decision of marking everything to 
market and running it through the income statement, the effect on 
their income statement -- not their balance sheet, would probably 
not distort income substantially.
CHAIRMAN CATLETT: Are you saying that if realized and 
unrealized are included directly on a market basis in current in­
come, or on a yield approach, you would get the same answer?
MR. GREENBERG: You might very well find that it’s not 
the same answer, but it may not be material to the income state­
ment as a whole.
CHAIRMAN CATLETT: Someone this morning was referring 
to Allstate and to the fact that in the first quarter of 1970 its 
securities were down $180 million and down another $180 million in 
the second quarter, and by the end of the first quarter of 1971 it 
had recovered most of this loss. With swings like that -- and we 
have seen other similar cases -- the drop in 1970 and the recovery 
back to now has been hundreds of millions of dollars, which, it 
seems to me, would produce vastly different figures as between the 
two approaches.
MR„ GREENBERG: Well, I’m inclined to agree with that, 
and I probably made my answer too simplistic, but now we are talk­
ing about quarterly reports. We are cutting it into four segments. 
It may be that we have to start talking about the seasons of the 
year, because if we are talking about an annual, at least we have 
got all four cycles of the year, investors who get out before 
Christmas, and the spring depression. We have got a number of things 
in the annual mode. The quarterlies would be subject to fluctuation 
no matter what kind of philosophy you use. Even your long-term yield 
might be affected when you are running down to a three-month segment.
One of the things I didn’t emphasize is this averaging of 
funds. It has been pointed out today that if you adopt a philosophy 
for your marketable securities, what happens when you start to shift 
them into bonds, which has a different philosophy, or into real 
estate, which has a totally different philosophy? What do you use 
86
when you are using a composite rate? And it means that because of 
the composite rate you will have pieces of profit or loss going to 
future periods, and the security to support them is no longer in 
that portfolio. It’s gone to some other class of investment. And 
now what will you do with that piece which is influencing — with­
out the dollars being reinvested in common stocks, or whatever that 
will be -- influencing some other investment whose yield is now dis­
torted?
CHAIRMAN CATLETT: You are speaking of where you sell a 
stock and buy a bond?
MR. GREENBERG: That’s right, when you are averaging funds.
I’m sure no company should be constrained when the bond market fell 
apart. That might be the time to move in. And if they moved out of 
their commons at the time, what happens to all of the unamortized 
gains and losses in their investment yield formula, when they pulled 
a few million dollars, or some substantial number, out of their com­
mon stock portfolio? What happened to the unamortized pieces? They 
should have fallen at that time, but because you are not using uni­
tary accounting, I don’t know what they would do, honestly,
CHAIRMAN CATLETT: I suppose there are some limits to the
total portfolio. One of the earlier speakers said they shift from 
stocks to bonds and back to stocks.
You mentioned early in your comments that you were talk­
ing about insurance companies primarily, and parent companies with 
insurance subsidiaries. Would you like co comment on the parents? 
There are several cases that we are familiar with, and it’s very 
important in these cases.
Let me ask you: In cases where a portfolio might jump up 
and down by $100 million, or it goes up $100 million one year and 
down $100 million the next year, and back and forth do you think the 
swings in the portfolio of the insurance subsidiary should change 
the earnings of the parent company 50 or 75 percent one year? Is 
that a meaningful thing to the investors in the parent company?
MR. GREENBERG: I don’t want to get hung up with seman­
tics, obviously, but what is meaningful, of course, is what they 
invested in, I think it’s meaningful that they put their dollars 
into stock that went up or went down. I think it’s meaningful to 
the investor in the stock of the parent that he have an accounting 
of the stewardship of his funds. The parent made the investment, 
and if it is controlled by the parent, then the parent in a con­
solidated statement should recognize these things.
I think that, as I said in my paper, there is something
to be served by taking digestible bites toward progress, and it 
may not necessarily be feasible at this point in time to encompass 
all entities by this change; that the specialized industries which 
were noted in the memorandum that came from the APB -- notably, 
the comments about insurance companies, mutual funds, et cetera — 
may be the ones that we address this change to, and it will not be 
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that a change has been gradual and is adopted later on, but if the 
other idea is one whose time is not yet come, it may very well be 
that we can do this gradually.
My advocacy would be to recognize these changes in the 
noninsurance parent -- changes in the insurance subsidiary -- if 
we decree that the realized and unrealized should go to the income 
statement.
CHAIRMAN CATLETT: You feel that would be proper? You 
are advocating that it go to the income statement?
MR. GREENBERG: I feel that they have invested in a non­
insurance subsidiary. They would be accountable, whatever happened 
to it. Why should they be cloaked by the fact that they invested in 
something that's sheltered by some rule?
CHAIRMAN CATLETT: You mentioned at one point a 19 percent 
investment. Most of the investments carried at market value are 
below 10 percent. Are you suggesting that because the equity basis 
might be used for investments above 20 percent, under the theory of 
significant influence, that it necessarily follows that a 2 percent 
investment should not be carried at market value, simply because it 
could sometime be increased to more than 20 percent?
MR. GREENBERG: Well, I would like to say it does not 
necessarily follow, nor is it inconsistent not to treat a minimal 
holding in a different fashion.
If the company acquired Xerox in 1968, in their statements 
for 1968 the reader should be able to tell what the value of that 
was, and not have to have some other method of finding out. If a 
company that held it from 1950 on chose to hold it -- nobody here 
would advocate the position, I'm sure, that all of the growth took 
place in the year in which they sold it; it took place in all the 
interim years, either up or down, during the time they held it -- 
again going to the critical decision of whether they decided to 
hold it or whether they decided to sell, which does not depend on 
the percentage of Xerox that somebody else holds.
I would like to see a conclusion which addressed itself 
to the equation of these two investments, no matter who held them, 
decrying that they be reported in the same fashion in the balance 
sheet for comparability, and that changes in that security by an­
nual reporting periods when the changes took place would be reflected 
in the income statement of the holder.
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MR. DEFLIESE: I’d like to clear up just one point. I 
think you did indicate, where the separate statement is used, for 
all practical purposes this would be added to income anyhow, and 
therefore it should be included in net income -- the one total 
figure.
MR. GREENBERG: I have the feeling that this arbitrary 
division of the two statements serves no meaningful purpose today, 
because the constructors of those statements have said anybody can 
see what we are doing. If they can see what we are doing, the 
implication is that they will put the two pieces together. Why 
should not the two pieces be put together in any case?
The answer was: Somebody will take the naked earnings 
per share result and use that for multiple purposes, and I can’t 
see why the two statements will negate that.
MR. DEFLIESE: I assume that if you put it together, it 
doesn't matter where net investment income is. You would leave 
it where it is?
MR. GREENBERG: Well, there has been some distinction 
made today as to whether dividends and interest should be shown 
on the top as income, while realized or unrealized gains should 
be shown down at the bottom, whether it goes into one statement 
or two statements, and nobody has really made the distinction 
here today clearly enough about, what constitutes appreciation. 
It is some part of dividend accumulation, and some part of growth. 
The company that is growing made the choice of not distributing 
dividends. The reclassification of this as partly income up top 
and partly appreciation or dividend accumulation in the growth 
down below, I think, is somewhat misleading. I would like to see 
the investment income stated with the realized and unrealized gain, 
and shown in the income statement, perhaps at the bottom, so that 
it won’t distort operating results.
I believe that there is a distortion now in operating 
results by putting the investment income at the top.
CHAIRMAN CATLETT: Thank you very much.
The Association of Insurance and Financial Analysts have 
asked to be deferred until tomorrow morning. Since their views are 
pertinent to much of what has been discussed today, they may as well 
be on first tomorrow morning.
Is the representative of the Annuity Board, Southern 
Baptist Convention here?
MR. WILLIAM J. MORRIS: Mr. Chairman, since both of our 
statements are based upon the same study, we thought it would be 
more appropriate to give our presentations together and answer 
jointly any questions.
89
CHAIRMAN CATLETT: All right. Do you want to give your 
name?
MR. B. J. CHENAULT: I'm Vice President and Treasurer of 
the Annuity Board of the Southern Baptist Convention. This is the 
retirement board for Southern Baptist Convention workers, salaried 
or service workers. After all of this -- somebody referred a while 
ago to following somebody. My presentation, I suppose, will be 
like trying to follow Sally Rand.
Anyway, here we go.
Our portfolio includes bonds, mortgage loans, equity 
securities; that is, 30.5 percent of our portfolio is made up of 
equity securities, and also liquidating leases. In summary, our 
position is one of trying to present financial information in a 
manner that would be most useful to those for whom the Board was 
created.
The equity concept evolves from this purpose in such a 
way to present facts that more clearly are representative of the 
expectations that can result from the financial statements. Other 
than the trustees, the most important readers of our financial 
statements are the participants in the actual retirement or pen­
sion plans administered by the Annuity Board of the Southern Baptist 
Convention. The trustees and the participants are the prime users.
Incidentally, I am one of those users, because I am a 
participant.
Such participants or members exceed 30,000 in numbers, 
and come from widely varying backgrounds and circumstances. This 
necessitates use of a method that is based on conceptual simpli­
city, another way of saying it must have universal ease of under­
standing.
I’m not trying to convert anybody to Christianity by 
this next statement, but, nevertheless, it must be made to be 
meaningful in the minutes. The very fundamental philosophy related 
to Christianity at least advocates the implementation of fair and 
equitable treatment of all interested parties. To do anything less 
would deny this very cornerstone of the faith of those whom we serve 
as a board of pensions and retirement.
Pension funds would not have survived these many years 
had it not been for the close adherence to systematic provisions 
in the form of dues and contributions. In fact, if any word clearly 
is characteristic of pension funds, "systematic” would be that word. 
In keeping with this characteristic, naturally any income or loss, 
whether realized or unrealized, must be allocated accordingly, or 
the whole principle of the pension or retirement income fund vehicle 
is defeated. To be practical and generally accepted, accounting 
principles and methods in most instances will be systematic in 
nature and application.
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The five-year moving average, or market method which we 
follow is systematic in the allocation of appreciation and depre­
ciation during the holding period of the assets involved.
Now, I wish to make a quote, or remind you of this state­
ment that is an APB Opinion No. 8:
The Board believes unrealized appreciation  
and depreciation should be recognized in the 
determination of the provision for pension costs 
on a rational and systematic basis that avoids 
undue weight to short-term market fluctuations.
Our method adheres to this statement from the Opinion. 
Strict adherence to historical costs would (1) be unfair, in that 
it would eliminate the sharing of the growth that is normally 
associated with market valuations during the period of participation 
of most of the members of our plans; (2) force investment decisions 
to sell in order to provide funds with which to meet plan obligations; 
(3) produce an erratic or unstable earnings pattern; (4) not be systema­
tic in allocation of appreciation or depreciation during the holding 
period of the asset.
These are just some of the objectionable things. Strict 
adherence to market would (1) be even more erratic or unstable than 
historical costs in its earnings pattern; (2) produce reserves with­
out recognition of the margins of safety; (3) ignore long-range out­
look that is so much a part of the pension fund industry.
At least four church pension boards presently use methods 
which are neither historical costs nor pure market. None of these 
is as easy to understand and explain as is the five-year moving 
average of market value method now employed by our Board. Incid­
entally, this was adopted effective January 1, 1971. No accounting 
methods or principles are beyond objection or criticism. However, 
our method comes as close to meeting the needs of the Annuity Board 
and the users of the financial statements of the Annuity Board as 
any we have been able to come up with.
We even visualize that if serious consideration is given 
to this type of method -- for instance, the equity concept, not 
necessarily the five-year moving average, but the attitude that the 
user or the investor or the owner of the entity is the one that has 
an interest in how you prepare your financial statements -- we 
visualize that if serious consideration is given to this type of 
method, that it might well solve many of the dilemmas of many of 
those represented in this hearing.
The purpose of our investment process is for covering op­
erating costs and producing investment returns. Equity security 
investments are a major segment of our business. We at the Annuity 
Board are obligated to provide the maximum or retirement income for 
the premium dollar. We strongly support inclusion in the income 
statement of all income from all investments. And that’s the end 
of my statement.
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CHAIRMAN CATLETT: Do you want to make both presentations?
MR. MORRIS: I'm William Morris, Accounting Professor at 
North Texas State University. You might ask, with so many people 
representing special interests: What does a university professor 
have to do with these hearings? Well, I have two interests. First 
as a professional accountant, I would like to see that consideration 
is given all possible ideas when bulletins are to be issued. I just 
recently completed a research study at Michigan State University 
where I studied the process of accounting for common stocks for 
church pension funds. In addition I feel I gained some insight in­
to the problem, having served as Audit Manager with Touche, Ross & 
Co. The Annuity Board was my client when I was with that firm.
Second, while I'm not specifically a representative of the 
Annuity Board, I would like to persuade you not to specify any account­
ing rules that might be against the Annuity Board, the pastors, and 
other religious workers of the Southern Baptist Convention.
I believe the results of the study I performed are appro­
priate for the type of pension fund indicated above. I also believe 
that the results show sufficient promise for wider application to at 
least warrant further investigation into the research study.
I have, basically, three recommendations. First, income 
should be determined by accounting methods that give two factors -- 
stability of yield and closeness to market value -- adequate con­
sideration. These were discussed at some length in the disserta­
tion, with briefer discussion in the Statements of Views submitted 
to the Board.
Second, no single accounting method should be required. 
An acceptable method should be an objective method that should meet 
established criteria -- and that includes the two criteria above. 
Any one of several methods or formulas may be acceptable. The mov­
ing average method as adopted by the Annuity Board is one of several 
acceptable methods.
Third, since determination of periodic income is the pri­
mary objective for the specified pension funds, the asset value 
should be the residual balance resulting from the income determination 
method. Using the moving average market value method, the asset value 
would be the average of the quoted market values at the end of the 
five most recent years. This does not preclude parenthetical informa­
tion and other footnote information that's useful.
There were no revolutionary ideas suggested in my Statement 
of Views. I think the major contribution is an explicit statement 
and organization of the ideas leading from the basic uses of informa­
tion to final recommended accounting methods. The critical arguments 
for your consideration are those that lead to closeness to market 
value and stability of yield as the criteria any accounting method 
should possess. The remaining part of the research study opera­
tionalizes these criteria.
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Usefulness is recognized both in the 1966 statement of 
the American Accounting Association, and in the AICPA Statement 
No. 4 as being the most important criterion, The primary account­
ing objective for church pension funds is the equitable allocation 
of earnings to the participants. This is the primary use. There 
are other uses, but this would take preference over other uses.
The earnings from investments in common stocks are the 
algebraic sum of the cash flows; that is, the difference between 
what we pay and what we receive; the purchase price and the sales 
price, plus dividends. No accounting method can or should, change 
this. The only question for the accountant is in what time periods 
to allocate these earnings.
A constant rate of return over the holding period would 
be the appropriate method for allocating appreciation, if we knew 
the sales price and date of sale when we bought the stock. Changes 
in market value over time periods represent an infinite number of 
choices, opportunity gains and losses that the firms could have in­
curred if -- and that’s all. When an investor does not take actions, 
changes in market value represent opportunity gains or losses. 
Earnings recorded by the market value method could even be affected 
by the choice of the fiscal year end. For example, a pension fund 
that had an April 30 fiscal year end in 1970 would have shown greater 
losses in that year than a firm that might have had a December 31 
fiscal year end, where the market never did dip to 735 or 736 level.
A constant rate of return over the holding period may sat­
isfy many objectives of accounting. For example, I will quote from 
the Insurance Committee Report. "Bonds, mortgage loans, investment 
real estate, and similar investments should normally be valued, at 
amortized cost provided: (a) there is no evidence of permanent 
impairment in carrying values, and (b) in the case of investments 
with characteristics of fixed maturities, fixed rate of return, 
there is reasonable expectation that they will be held until maturity." 
What the Committee is saying is that if we know the sales price and 
we know the date of sale, then amortized cost is the desirable method 
of accounting. Thus the Insurance Committee has specified under con­
ditions of relative certainty what is appropriate for the insurance 
industry.
It is very possible that theoretical allocation methods that 
best meet the needs of a substantial number of users would be a con­
stant rate of return over the holding period. If you agree with this, 
then the problem is one of estimation, measurement and not one of theory 
The major difference between the conditions cited for bonds and. common 
stocks are (a) an uncertain sales price and (b) an uncertain date of 
sale. What accounting method best approximates the characteristics of 
this constant rate of return over the holding period under conditions 
of uncertainty? What we have to deal with are conditions of uncertainty.
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If we look at this method, two characteristics we can 
observe that approximate the constant rate of return method are 
(1) at the date of sale there is no adjustment in book value and 
market value. That is, book value and market value are in per­
fect agreement without adjustment. (2) we can also observe that 
there is a stable yield over the holding period.
Subjective estimates of future value or future return 
are generally not satisfactory methods to specify accounting 
methods because of the uncertainty of the stock market. Any 
accounting method that includes in its formula a projected yield 
or projected rate of return should be suspect as an accounting 
method. Therefore, the specific criterion to judge an accounting 
method is its inherent ability to provide a stable yield and at 
the same time to be relatively close to current market value.
The remaining part of my study was to operationalize 
these criteria. I came up with six alternative accounting methods. 
These are not the only six that are possible. One was the five- 
year moving average method.
My third major point: Since determination of periodic 
income is the primary objective, asset valuation should be the 
balance resulting from income determination methods. To clutter 
up the balance sheet with deferred income figures is like putting 
accumulated depreciation, allowance for bad debts or bond discounts 
on the right-hand side of the balance sheet. There are more funda­
mental reasons why residual balance should be shown on the asset 
side of the balance sheet, but there is not sufficient time to go 
into these.
My second major point: Use of this criterion resulted 
in six acceptable methods which were ranked in order of preference. 
The research was briefly described in the Statement of Views and 
detailed in my unpublished dissertation. No single accounting 
method should be specified, but criteria should be specified by 
the Accounting Principles Board. It should be an objective method 
in which the Board should define objectivity. An accounting method 
should, include current market value in the formula. It should al­
locate appreciation during the holding period. It should specifically 
provide for stability of yield. Thank you.
CHAIRMAN CATLETT: I think it might be of interest if you 
would explain briefly how the five-year average works.
MR. MORRIS: The way the method was recommended in this 
study is that the five most recent market values of those stocks 
held would be the value used, providing the stocks were held five 
years or more.
CHAIRMAN CATLETT: Stock by stock?
MR. MORRIS: Stock by stock. If there was a sale of a 
particular stock, we would recognize any difference between book 
value and. the sales price, so that gain would be realized.
CHAIRMAN CATLETT: You actually would value each stock 
by its average, and that's what you would show as your valuation 
of assets? That would be the valuation?
MR. MORRIS: That’s correct.
MR. CHENAULT: You might also be interested in knowing, 
any one of these stocks that was held for less than five years, 
we would weight the purchase price so that you would not charge 
off the purchase price erratically up or down. We would weight 
it so that we would be considering five values, in order to temper, 
or put in a little bit of modification, to keep it from erratically 
moving in a hurry in one direction or another.
CHAIRMAN CATLETT: Would you compute it as though you had 
held it for five years?
MR. MORRIS: It's not the only possibility. In fact, a 
five-year moving average method is not the only recommendation be­
ing made. It’s just one of the acceptable methods.
CHAIRMAN CATLETT: I was just wondering.
MR. MORRIS: The mechanics of computing the value was to 
assume we have five accounting periods. If we have held the stock 
for less than five periods, we would take the historical cost amount 
and weight it by the number of time periods to arrive at our five- 
year moving average; but this is not crucial. It’s just the mech­
anics used in this situation.
PROFESSOR HORNGREN: I just have one question, and that 
is: If one of your criteria is stability of yield -- that is, the 
objective -- does it follow automatically that a moving average 
method would give you the best answer?
MR. MORRIS: No. This was the result of empirical research. 
I took 21 accounting methods and tested them over 25 years, and the 
best method was a minimization formula method. The second best was 
the five-year moving average method. The Annuity Board selected the 
five-year moving average method because of conceptual simplicity over 
the formula that actually worked, out better.
PROFESSOR HORNGREN: Would there be anything intuitively, 
when you approached your study, that would lead you to believe that 
the moving average method would give you a stabler yield?
MR. MORRIS: No. I did not know before I started what my 
results would be, although I would expect any method that averages 




PROFESSOR HORNGREN: That’s right. So the real question 
is whether a criterion for income determination should be stability 
of yield; isn't that right?
MR. MORRIS: That's correct.
PROFESSOR HORNGREN: That's the first question that has to 
be asked.
MR. MORRIS: That's correct.
PROFESSOR HORNGREN: [Continuing] ...whether the criteria 
that you propose are acceptable in terms of income determination in 
general. I can see where it might indeed, be exceedingly desirable 
for the administration of a pension fund.
MR. MORRIS: I would not generalize beyond marketable 
securities at this point. And I would only be speculating beyond 
pension funds. Beyond pension funds I would only be giving my feel­
ings, not the results of the study. I only claim to be an expert on 
the one subject, and that is church pension funds.
PROFESSOR HORNGREN: You see, my trouble is not with your 
answer. My trouble is with the Board trying to decide what the ob­
jective is of income determination. If the objective is to stabilize 
yield --
MR. MORRIS: No, no'. The objective is to equitably al­
locate earnings to our participants.
PROFESSOR HORNGREN: Okay. When I used the word ’’Board," 
I was talking about the Accounting Principles Board.
MR. MORRIS: I see. I'm sorry.
PROFESSOR HORNGREN: That's what I'm approaching this time. 
What is the purpose of income determination, if, as you pose, opera­
tionally it's stability of yield, for your purposes -- is it not?
MR. MORRIS: The objective was equitable allocation of 
earnings. From that we derived at a constant rate over the period 
as the theoretically best method. I observed that closeness to 
market value and stability of yield were two attributes of this 
method.
CHAIRMAN CATLETT: It may well be that the identical 
answer will not fit all of these situations. What might be good 
for a pension fund might not be good for a hospital or university, 
or something else. That's why we wanted to hear from you, and tomor­
row we will look into other areas of industry and nonprofit organiza­
tions. When the Board issues an Opinion, it has to be consistent. 
It's entirely possible that what would be desirable for a pension 
fund might not necessarily be desirable for something else, and I 
assume you agree with that.
96
MR. MORRIS: Yes
CHAIRMAN CATLETT: We have to look at everything at one 
time, and so we’re considering all of them as we approach this sub­
ject. I wouldn't want anybody to believe that we would necessarily 
conclude that what's best for a pension fund would be best for a 
manufacturing company.
MR, MORRIS: If you arrive at the conclusion that a con­
stant rate of return over the holding period is the proper theoretical 
basis for allocating earnings under conditions of certainty. That is, 
if we knew what our sales price would be and when we would sell, then 
I think the logic leading to the conclusions would follow. However, 
I have not said that this is the best method under all conditions.
CHAIRMAN CATLETT: We may or may not end up with different 
premises for different types of organizations, but I wanted to em­
phasize this so that no one would think that we necessarily would 
have to come to one conclusion for everything.
MR. HARRINGTON: I have two questions, and they probably 
bear more on the mechanics than they do on the principles. I assume 
the five-year moving average gets you closer to market than ten, but 
in your empirical research did you use other periods, shorter and 
longer?
MR. MORRIS: I used only the five-year moving average as 
a moving average method. However, I did test what's called a per­
centage writeup method, and I used both 50 percent, 20 percent and 
10 percent, which would approximate something like a two-year, five- 
year and ten-year period, and I found the 10 percent writeup method 
had very little advantage over the 20 percent writeup method in terms 
of stability of yield, and was much further from market value. There­
fore, 10% was very much an inferior method on these two criteria.
I would assume a ten-year moving average would exhibit some 
of the same characteristics, but I wouldn’t know.
MR. HARRINGTON: And the other is, you established the mov­
ing average by individual shares, or individual positions. Did you 
also make in your empirical research an evaluation based on the toral 
portfolio?
MR. MORRIS: Not in that method, but again the percentage 
writeup method is a composite method. Several other of the methods 
included in the study were also aggregate portfolio valuation methods, 
rather than individual stock methods.
MR. CHENAULT: I’d like to make one further comment. I 
would think this, that when you have defined the equity concept -- 
fairness and equity, not necessarily what you think of as the equity 
section of the balance sheet -- that this certainly should be a con­
sideration in your determination of how you treat equity securities 
in any financial statement, because your users are the ones you need 
to be fair and equitable with, and if these users include stockholders 
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policyholders -- whoever they may be -- bankers or people who would 
loan you money, and so forth -- then certainly this sort of a con­
cept should be included in your considerations in the determination 
of what would be a proper way of valuing equity securities.
CHAIRMAN CATLETT: Yes, of course. Part of the problem 
that we have to consider is how alike all these situations are and 
how unlike they are. Getting the views of various people from dif­
ferent types of organizations at this hearing helps give us an over­
all view of whether various organizations are alike.
All right. Thank you very much.
MR. CHENAULT: Thank you for the privilege.
CHAIRMAN CATLETT: Now we will adjourn until ten o’clock 
tomorrow morning.





The meeting reconvened at ten o’clock. Mr. Defliese 
opened the session.
MR. DEFLIESE: Good morning, gentlemen! We’ll resume 
the second day of our open hearing.
Before we proceed, I’d like to introduce some of the 
gentlemen that have changed. Yesterday we had Mr. John McClare, of 
S. D. Leidesdorf, representing Mr. Robert Hampton of the Board, also 
of Leidesdorf. Bob, will you stand so that they will see you?
[Mr. Hampton responded by holding up his hand.]
MR. DEFLIESE: And replacing Mr. Joseph Cummings of the 
Board is Mr. E. Randolph Noonan, of Peat, Marwick, Mitchell.
I think otherwise the cast of characters is the same. 
Okay, George.
CHAIRMAN CATLETT: First this morning is the American 
Stock Exchange.
MR. BERNARD MAAS: Mr. Chairman, my name is Bernard Maas, 
and I’m Vice President of the Securities Division of the American 
Stock Exchange. My statement will be brief, and limited to a few 
comments.
The Exchange has submitted to the Accounting Principles 
Board its comments on the subject under discussion, in which it 
subscribed in principle to the market, or fair value, basis of 
accounting for equity investments.
We also commented that we believe that realized gains and 
losses should be fully reported as a component of net income, where­
as unrealized gains and losses should not be included in the income 
statement, but should be clearly reported in a separate statement 
in the stockholders’ equity account.
As the actively traded, non-restricted securities, we feel 
that valuation should be on the basis of quoted market prices.
As to the determination of fair value for restricted 
securities, or securities which are not actively traded, we feel 
that specific guidelines must be established in this area, if a fair 
value method is adopted.
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As to the possible use of long-term yield adjustment to 
market value, we feel that this requires further study, to determine 
whether it would permit reporting of meaningful current values with­
out the distorting effects of short-term, cyclical fluctuations in 
market value.
The primary interest of the Exchange is to seek continuing 
improvement in accounting practices in order to provide more realis­
tic and meaningful financial reporting for stockholders of listed 
corporations and the investing public.
In the opinion of the Exchange, the study of the Accounting 
Principles Board on the subject under discussion is a significant 
step in this direction,
That concludes my statement, Mr, Chairman.
CHAIRMAN CATLETT: We might ask one or two questions.
Do you feel that it’s consistent to carry securities at 
market value in the balance sheet and put only realized income in 
the income statement? As I understand your position, you were sug­
gesting that, at least at present, the unrealized gains and losses 
should not be included in income.
MR. MAAS: The unrealized income we feel should be carried 
as a separate item, or separate line, under stockholders’ equity.
CHAIRMAN CATLETT: Outside the income statement?
MR. MAAS: That’s right, only the realized income in the 
income statement, not the unrealized.
CHAIRMAN CATLETT: Of course, under present accounting 
principles, when securities are carried on a cost basis, it is the 
general practice to put only the realized income in the income 
statement. There is a question when the securities are carried at 
market value in the balance sheet, as to whether it is logical and 
consistent to continue to show only realized gains and losses in 
the income statement. But you feel that’s desirable?
MR. MAAS: We feel it’s desirable in the case of unreal­
ized income, Mr. Catlett, not to bring it through the income account, 
but simply to carry it as a separate item under stockholders’ equity, 
because otherwise it lends the possibility of an up-and-down move­
ment in reporting income, and there are many companies, we feel, 
which are going to take special advantage of this situation, espe­
cially when they have a substantial increase, and you can have a 
sort of "yo-yo" arrangement.
CHAIRMAN CATLETT: Right.
MR. MAAS: We feel that’s not desirable.
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CHAIRMAN CATLETT: All right. Thank you very much.
MR. MAAS: Thank you, Mr. Catlett.
CHAIRMAN CATLETT: Is there anyone here from the Associa­
tion of Insurance and Financial Analysts? [No one responded.] That 
group was supposed to appear this morning. Perhaps we can put them 
on a little later.
Financial Executives Institute?
MR. DONALD HIBBERT: Mr. Chairman, I’m Donald Hibbert. 
I’m Vice President for Finance for Kimberly-Clark Corporation. I’m 
here today to represent the Subcommittee on Accounting for Marketa­
ble Securities of the Committee on Corporate Reporting of the Finan­
cial Executives Institute.
The Financial Executives Institute has 7,000 members, 
representing about 4,000 companies, and its membership is composed 
of the policymaking level financial and accounting executives of 
the world’s largest corporations.
We did submit a paper, and we will not repeat any of the 
points set forth in that paper, except one or two for emphasis. I’d 
rather comment on what I have heard so far in the hearings and the 
testimony presented, as well as some of the questions that have been 
asked up to this point.
In our paper we twice commented on the fact that we have 
had significant minorities in not only our Subcommittee but our 
Corporate Reporting Committee, and within FEI as a whole, who differ 
from the points set forth in our paper. I cannot recite, as other 
people did, the minority position, simply because there were so many 
shades between black and white that they are really hard to tabulate.
There was a good deal of feeling in FEI that these hear­
ings and this work on this subject is premature. On the other hand, 
some of us felt that action was inevitable, and we were caught in 
that quandary. But the extreme views presented in these hearings 
up to now do exist in the FEI, so I cannot speak for other than the 
Subcommittee on Accounting for Marketable Securites. I’m sure, 
however, the majority of our Corporate Reporting Committee — I know 
that the majority of the Corporate Reporting Committee has supported 
our paper.
Prior to yesterday’s hearings, I had intended to speak 
somewhat in detail today to the subject of the yield method, but 
Mr. Arenberg very eloquently covered that point. I would only add 
that no one, in my opinion, has offered any logic or evidence in 
these areas to support reporting less investment income on securities 
like IBM or Avon or Xerox, and certain other respected growth stocks, 
than one would report for investments and holdings of companies which 
merely yield high cash dividends.
102
Many people at these hearings have referred to such things 
as orderly disposition of securities or dissolution of a portfolio 
or realizable values, and in view of the emphasis that has been put 
up to now on realizable values as of a particular point in time, I 
am quite perplexed that these same people have not evidenced a great­
er concern over the fact that the Committee has excluded from con­
sideration at these hearings consideration of fixed income securities.
Referring back to the Committee on Corporate Reporting of 
the FEI, I stated that we had a great divergence of opinion within 
that group on two points. However, we were almost unanimous, first, 
that there was an inherent danger in embarking on an isolated phase, 
such as marketable equity securities, of the broad question of fair 
value accounting; and second, there does not appear to be an urgent 
and pressing need to concentrate on this subject at this time, to 
the extent of issuing an Opinion of the Accounting Principles Board. 
I must add that I have not noted anything at these hearings to sug­
gest any urgency.
To the critics of the yield method that we have heard in 
these hearings I might suggest that somewhat of a principle had 
already been established on that point in APB Opinion No. 8.
Finally, I must offer the thought of a majority of the 
Committee on Corporate Reporting of the FEI that this subject, like 
many others under consideration by the APB, could benefit from more 
extensive research. Perhaps there is more research under way than 
we realize, but we still feel that more is called for. There are 
certain of my colleagues on the Committee on Corporate Reporting 
who feel we have voiced this criticism to the APB so often that it 
no longer commands attention. Not mentioning it, however, would 
be remiss in the view of the current Financial Executives Research 
Foundation Study on Fair Value Accounting.
That concludes my remarks.
CHAIRMAN CATLETT: I would like to clarify a little bit 
the view of your Subcommittee. As I understand it, you are recom­
mending the yield approach for large portfolios of the type which 
are in many insurance companies.
MR. HIBBERT: We’re suggesting that that could be an 
appropriate method. And again, because of the diverse views that 
I have to consider, I say it doesn’t come that flat out to be a 
recommendation of the FEI.
CHAIRMAN CATLETT: I realize that, but for the moment let’s 
talk about the views of your Subcommittee alone.
MR. HIBBERT: The majority of the Subcommittee feels that 
the yield method would be best, but, for whatever it’s worth, I 
think I started this whole subject with a rather open mind, and after 
sifting as much information as I could find, I have come to accept 
the yield method.
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CHAIRMAN CATLETT: Staying for the moment with the views 
of just your Subcommittee, what do you think about situations where 
you don’t have large portfolios of the type that would exist in in­
surance companies? As you know, there are many industrial companies 
that have investments in common stocks that you wouldn’t classify as 
a big portfolio. There might be one or two or three securities or 
a limited number where perhaps the yield approach might not be par­
ticularly applicable, because you couldn’t have an experience factor 
like you would in a large portfolio. Take a manufacturing company 
with investments in three or four marketable securites. What’s the 
view of you Committee on that?
MR. HIBBERT: We are aware of several cases, and in the 
study we did on the subject we presented to the Subcommittee exam­
ples of how the suggested yield method would apply to certain indus­
trial situations where compared to the balance sheet the portfolio 
of securities was small, but could have a tremendous effect on an 
income statement -- to try and apply the same principles -- and I 
think the feeling is, and I think we expressed this in the paper, 
that some sort of a relative of the yield method -- maybe not a 
ten-year average, as we suggested might be possible -- but something 
along that line might also be in order in those situations.
CHAIRMAN CATLETT: I assume you mean that you would do 
that if it was somewhat in the nature of a long-term holding, but 
having excess cash and putting it into marketable securities and 
carrying them as current assets — would you use the yield approach 
on that?
MR. HIBBERT: We suggested that we would not use a yield 
method, or would not consider it appropriate in a cash where the 
portfolio was subject to some predetermined disposition.
Now, I realize that any company will probably make up its 
mind every morning on what it’s going to do with its portfolio, but 
we generally say that if there was a program for disposition, then 
the yield method would be inappropriate; but that one can simply 
not say that it is not better than -- I think someone on the APB 
has best expressed it than to use — a method that is absolutely 
100 percent wrong.
CHAIRMAN CATLETT: As I understand the view of your Sub­
committee -- of the majority of the Subcommittee --is that if you 
have a large, long-range portfolio of the type that would exist in 
insurance companies, you would recommend a yield approach; but with 
a manufacturing company that has just one security that is the 
result of an investment of excess cash, you wouldn’t recommend use 
of the yield approach. Then, you have all variations in between.
MR. HIBBERT: Yes.
CHAIRMAN CATLETT: You would have to set out the guidelines 
as to when you shift from one type of acounting over to another. I 
gather that’s briefly your view?
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MR. HIBBERT: That’s right.
CHAIRMAN CATLETT: As far as the view of the FEI member­
ship generally, your Subcommittee has discussed this somewhat in the 
report. Have you made any attempt at all up to the present time to 
obtain the views of the FEI members?
MR. HIBBERT: No, we have not. We feel that we have got 
to have the whole thing sift down into something much more tangible.
CHAIRMAN CATLETT: I’m not suggesting that you should 
have. However, I think it might be desirable to at least have the 
record show that you are speaking specifically for your Subcommittee, 
and somewhat for the Committee, but beyond that you are really not 
speaking for all of the FEI members at the present time. You don’t 
know how they feel.
MR. HIBBERT: It will sift down into a more manageable 
pile of data. Then we will.
CHAIRMAN CATLETT: As I say, I just wanted the record to 
show the status.
You mentioned the possibility that we should study this 
more and delay, since perhaps there’s no great urgency. Don’t you 
believe in the area of the insurance industry that there is some 
urgency? I agree that with respect to the average miscellaneous 
investment in an industrial company there’s no great urgency about 
that; and if we deal with the overall subject, we would probably 
cover that, But don’t you think today, with the huge amounts of 
money that are in equity securities in insurance companies, amount­
ing to many billions of dollars, and the wide variety of accounting 
practices that exist, and with few ground rules at all, that we do 
have a situation in which there is some urgency?
MR. HIBBERT: We might well, George, have a need, let’s 
say, for some guidelines issued by the Board for insurance companies, 
and then spend ample time determining what we do about those insur­
ance companies that are parts of large diversified companies. We 
can't ignore that, and that’s one of the problems that we think is 
greatest here -- just defining that single, specific case -- because 
you can’t separate insurance companies from any other types of 
companies.
CHAIRMAN CATLETT: The only difference is that the insur­
ance companies have a bigger problem. The insurance companies have 
a very large amount of money involved, and the Accounting Principles 
Board considered that there was, certainly, some urgency in that 
area. I believe that many people in the insurance industry agree 
that it’s desirable to take some action.
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Of course, it is possible, as you suggest, for the Board, 
given time, to deal with certain problems in specific industries, 
and to not attempt to deal across all of industry. At the present 
time we are trying to look at this entire subject for all of industry.
But in any event, it would be your recommendation that we 
might consider dealing with the insurance industry problems, and not 
necessarily the others, at this time? Is that correct?
MR. HIBBERT: And the fact of a guideline to -- again, the 
Opinions of the APB end up meaning something that you may not be 
able to restrict to a certain industry.
CHAIRMAN CATLETT: Right. You mentioned that perhaps it 
was a mistake not to go into fixed income or fixed maturity obliga­
tions, such as bonds, mortgage loans, and that sort of thing. Are 
you suggesting that we should? Are you making a specific recommen­
dation that we consider including those in the same Opinion?
MR. HIBBERT: To the extent that I make specific recom­
mendations, yes, we believe that all types of securities must re­
ceive consideration at this time, and I think that has been exhib­
ited many times in these hearings too, up to now, that it just isn’t 
that simple a problem to restrict it to equity securities.
CHAIRMAN CATLETT: Well, have you thought about it, or has 
your Subcommittee thought about it sufficiently to recommend that 
all fixed income obligations should be carried at market value?
MR. HIBBERT: If we were to take a vote of the Subcommittee, 
I guess it would come out that way, and I’m not sure but some of the 
feeling there would be that that’s why this whole thing is premature, 
and why we need a lot more study, because you have to determine the 
consequences.
I think in one of our earlier meetings a year ago we said 
that if we priced all bond portfolios of banks at market value, we 
would bankrupt all the banks in the country, and a year ago that 
may have been true, but again I’m pointing out a discrepancy between 
an attitude on reliable values which so mysteriously does not apply 
to bonds, and if we are concerned over realizable values, we ought 
to be concerned over all types.
PROFESSOR HORNGREN: I’d like to make certain that I 
understand the message, and so let me recapitulate my impressions 
of what you said.
You said there was no sense of urgency. Therefore we should 
do nothing until further research is conducted, and then, based on 
that research, decide what to do.
Then you said, if we have to do something, or decide to do 
something, that the majority of your Committee favors the yield meth­
od with respect to handling income effects of marketable securities.
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MR. HIBBERT: I’d say that that’s correct, and I think 
you put your finger on the quandary that we have had. We have tried 
to develop FEI response which says that, fundamentally, this is the 
way we see it. However, if you are going to do something anyway, 
then we’ll take each item as we come along after that. Mr. Depolo 
yesterday stated -- and I think properly so -- that some people seem 
to have concluded that the Board is going to issue an Opinion, and 
so, therefore, you better make the best of it. And I don’t accuse 
the Board of that. I do, however, say that just in case that would 
be the circumstance, we have tried to do our thinking along those 
lines.
MR. HARRINGTON: I guess I didn’t understand that it was 
quite the way you answered Professor Horngren’s question. I thought 
you said that we might deal with insurance companies separately.
MR. HIBBERT: I said that you might issue a guideline for 
insurance companies, and in our paper we have said that we see a 
difference and that we do discern a difference, but the matter of 
urgency, again, is something that we're applying across the broad 
spectrum of business. But, of course, it's obvious there is more 
of a problem when you have a managed portfolio which is a prominent 
profit center in the company. Certainly that's a different set of 
conditions.
MR. HARRINGTON: While you referred to a preference for 
the yield method, I assume you really mean any method that takes 
into consideration the long-term performance of a portfolio, such 
as perhaps, the one suggested yesterday afternoon by Professor Morris.
MR. HIBBERT: The concept is what we agreed on. We didn’t 
settle on any particular method. The motive of our Committee is to 
avoid the drastic ups and downs of quoted market value.
MR. BEVIS: Don, with respect to fixed income obligations, 
in your opinion would the amortized cost method be equivalent to the 
yield method?
Maybe that's an unfair question to ask you,
your Committee didn’t specifically deal with that.
because maybe
MR, HIBBERT: We did not. I think that our considerations 
are more to the point of realizable values at any given point of 
time, and our inability to separate one type of security from another; 
that is, as relates to the orthodox debt security, long-term bond. 
On convertibles, why, that’s even another shade of grey.
MR. DEFLIESE: Could I ask one clarification? You referred 
to net realizable value. I assume your definition would include a 
realizable value based on ordinary costs of business disposition, as 
it befits that business.
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MR. HIBBERT: Yes, it would. I think that I referred to 
the net realizable value, though, in the context that other people 
seem to be very, very worried about, and if they are then -- if 
that worry is valid -- and here again I’m especially speaking with 
respect to a large managed portfolio -- then I don't see how we 
can eliminate the bonds.
MR. DEFLIESE: Well, I’m not questioning that. I’m only 
questioning whether or not there might be difference in determining 
the realizable value of a fixed maturity debt instrument, as 
against stocks.
MR. HIBBERT: Sure.
CHAIRMAN CATLETT: I might ask one more question. Does 
FEI have any plans as an organization to study this subject further 
at the present time?
MR. HIBBERT: Only as respects its context within the 
whole fair value accounting question.
CHAIRMAN CATLETT: All right. Thank you.
MR. DEFLIESE: You mentioned the need for further research 
in this area. I’m sure you are aware that as part of this proceed­
ing we have had many companies submit a great deal of data based on 
a lot of cases and based on many assumptions of different methods. 
Could you suggest any additional research that we need? In other 
words, what kind of research is necessary?
MR. HIBBERT: We in FEI have members that represent 4,000 
companies, and we’re quite concerned about opinions that would af­
fect 4,000 companies because of the actions of a relatively few 
companies, and we do not have in perspective on this particular 
case any facts which prompt some action which the Committee might 
take. We really feel that abuses, if we can use that word, should 
be put in context. How many are there? Why should we change from 
what we have today without going through a lengthy and in-depth 
study of how these things might affect thousands of companies, 
rather than how they might correct the problems of a few?
MR. DEFLIESE: Well, in other words, you feel that a 
prospective opinion needs to be applied to several thousand compan­
ies before we proceed?
MR. HIBBERT: Your Opinions are applied to all companies.
MR. DEFLIESE: I know. I’m talking about research.
MR. HIBBERT: And that the research has got to be of ade­
quate scope to determine how it would affect a broad spectrum of 
companies, not a few.
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MR. DEFLIESE: And would you suggest, then, that each of 
these companies submit to us data based on four different assump­
tions, to see what the effect is?
MR. HIBBERT: Well, I’m not prepared, Mr. Defliese to 
write a prospectus today for this research project. I can say that 
the half-dozen members of our Committee, plus several other FEI mem­
bers who have worked along with the Subcommittee at all times, said 
that we just can’t get a handle on where all these abuses are. I 
don’t want to know the names, but we all know of a few names where 
some action would have been called for. But I’m not ready to change 
the whole world because of those few things.
CHAIRMAN CATLETT: Thank you.
MR. HIBBERT: Thank you.
CHAIRMAN CATLETT: Financial Analysts Federation?
MR. WILLIAM NORBY: My name is William C. Norby. I am 
Executive Director of The Financial Analysts Federation.
I will preface my remarks by describing the Federation 
briefly. The Financial Analysts Federation is composed of 42 soci­
eties in the United States and Canada which have an aggregate mem­
bership of some 30,000 financial analysts, and of these some 2570 
have earned the designation of Chartered Financial Analysts.
"Financial analyst" is a broad term which encompasses 
security analysts, portfolio managers, and executives who have 
responsibility for the overall direction of the investment function. 
Approximately two-thirds of our members are employed by institutional 
investors, and about one-third by brokers and investment dealers.
The position of the Federation on accounting for marketable 
securities has been prepared by our Financial Accounting Policy Com­
mittee, which is composed of twenty members. Mrs. Rosemarie Tevelow 
was Chairman of the Subcommittee on this subject and wrote the posi­
tion paper, which has already been submitted. Unfortunately, 
Mrs. Tevelow had to be at another meeting today, or she would be 
here with me to present our views.
There were two dissents within the Committee on this paper.
This position paper has been discussed by the Board of 
Directors of the Federation since its submission to the APB, but 
the Board has not formally approved or disapproved the paper. There 
has not been any opportunity to circulate the statement to the mem­
bership as a whole.
I will not read the paper, but I will summarize some of 
the key points. First, I think there is agreement that conventional 
accounting concepts based on historical costs are not applicable to 
109
marketable securities. We feel that current values based on quota­
tions in active markets are a far more accurate representation of 
worth than historical cost, which is really an incidental product 
of the timing of transactions. Consequently, we favor marking mar­
ketable securities to current prices, net of tax effect, as of the 
statement date.
While not within the purview of the present hearing, we 
favor also the treatment of marketable fixed income securities on 
the same basis as equities. Those securities are a major part of 
many portfolios, and are managed along with equities to achieve a 
maximum investment return within an acceptable limit of risk. While 
high quality bonds may differ from equities in their fixed return 
and repayment at muturity, they have, in fact, fluctuated widely in 
price in recent years. We consider them an inseparable aspect of 
total portfolio management.
Now, I should say that we have not made a study of the 
implications of this recommendation on life insurance companies. 
I think this would have to be considered, because of the substantial 
bond portfolios characteristic of this industry.
Our position paper favors the reporting of both realized 
and unrealized capital gains and losses in the income statement. 
The differentiation of realized and unrealized gains and losses in 
the income statement is meaningless when applied to securities which 
have liquidity and continuous quotations. An unrealized gain, some­
times referred to as a paper profit, can be realized quickly upon a 
call to a broker, or perhaps, if it is a very large holding, within 
a few days by a call to an underwriter. Furthermore, such account­
ing developments would be more nearly consistent with modern port­
folio practice, which aims for a total return including both income 
and capital appreciation.
In recent years some insurance companies have begun re­
porting realized gains in current income, especially if they have 
been acquired by noninsurance holding companies. These realiza­
tions sometimes appear to be keyed to the management of total re­
ported earnings, and therefore are not indicative of total invest­
ment performance for either the current year or for some longer 
period. Financial analysts have great reservations about managed 
earnings. I might add here that some insurance companies, possibly 
in trying to defend themselves against acquisition by other compan­
ies, have begun to resort to that type of reporting, presumably, in 
order to influence the price of their stock in the market.
We recommend that total portfolio changes, net of tax, be 
shown separately in the income statement. That is, they should main­
tain their separate character. This would mean, potentially, three 
segments of net income; that is, operating income, investment port­
folio change, and extraordinary gains and losses. The sum of these 
would be net income.
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We also recommend that for subsidiary companies portfolio 
changes in each period should keep their separate identity in con­
solidation at the parent company level.
The Committee could see no strong justification for indus­
try exceptions, except for mutual funds, which are deemed to report 
satisfactorily on the present basis. If, however, a company which 
owns a few incidental securities but does not manage an investment 
portfolio is exempted by APB Opinion, we believe it should make dis­
closure of current market values nonetheless.
Two members dissented from the Committee's statement, and 
one statement of dissent has been submitted with the position paper. 
In addition, a number of our directors, who are all experienced in­
vestment men, showed some disagreement with the paper, although no 
formal vote was taken. I would like to summarize some of these 
objections.
The primary reservation was related to the significance 
and utility of a total net income per share figure which includes 
both realized and unrealized portfolio gains. It was felt that such 
a figure would be too volatile on a year-to-year basis to be of much 
use for true valuation of a company or its securities. Some ex­
pressed the view that they would have to "work around" such a fig­
ure, probably concentrating on operating earnings, as has happened 
with bank stocks. They believe they would be able to take care of 
themselves, so to speak, but wondered whether the individual with 
less time and knowledge could cope with the proposed reporting 
equally well. I think that consideration must be given to the re­
porting procedure in newspapers as well as in annual reports in this 
connection. However, the Federation has made no studies or surveys 
to predict the effect of portfolio change volatility on security 
valuation.
In general, all felt that current market value was the 
proper balance sheet representation, not historical cost. Also, 
with two exceptions, all felt that inclusion of only realized gains 
in net income was unsatisfactory, because of the opportunity for 
managing earnings. Two dissenters felt that volatility of earnings 
which included all portfolio changes would be too great, and favored 
essentially the present practice.
I should report that last year the Federation Directors 
approved an exposure draft on bank accounting which, in essence, 
proposes the amortization of realized gains and losses in the bond 
account over the remaining life of the securities sold. The purpose 
was to develop an all-inclusive net income figure that investors 
would actually use. At the present time operating earnings before 
security transactions are the primary basis for investor valuation.
The Directors last week reviewed progress on this draft 
and approved further discussion with interested parties, despite 
the collision course with our statement on accounting for marketable 
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securities that seemed to loom ahead. The Directors will continue 
to watch developments in these two Opinions, because in the final 
analysis we do favor consistency in accounting between industries 
to the fullest extent possible. I think this does illustrate the 
great complexity of income accounting for marketable securities.
Those who do not favor flowing total portfolio changes 
through the income account on an annual basis have not had time to 
develop alternative formal proposals. Averaging is one possibility, 
but some analysts have strong objections to this procedure, and the 
Committee position paper opposes it. It does, however, suggest that 
a ten-year tabulation of annual investment performance in annual re­
ports would assist the analyst in developing his own measure of 
portfolio management.
I can report, however, that in an action not directly re­
lated to this issue our Directors last week did authorize me to 
investigate the possibilities of organizing some kind of a convoca­
tion of all types of institutional investors, to try to develop 
uniform standards for the measurement of investment performance. 
The objectives would be a measure or set of measures that was con­
sistent between various types of institutions that managed other 
people’s money, so that their customers would be able to make use­
ful comparisons of performance. I think it’s appropriate to note 
here that the SEC’s Institutional Investor Study just released calls 
for improved disclosure of investment returns and also investment 
volatility. Although it is premature to speculate on the outcome 
of such a convocation, I think it is fair to say that a key question 
will be the appropriate measurement of investment performance -- 
one year, four years, ten years or whatever. If any standards do 
emerge from this endeavor, maybe these may have some applicability 
to the questions which are at issue here today.
That concludes my statement.
CHAIRMAN CATLETT: In the case of all of the large organ­
izations, such as The Financial Analysts Federation, it is impor­
tant to show whom you are speaking for or not speaking for. The 
original recommendations, I gather, were those of the Committee. 
How many people are on that Committee?
MR. NORBY: We have twenty people on our Financial Account­
ing Policy Committee, and from that a Subcommittee to deal with this 
particular issue was created of three members. They developed a 
paper which was circulated to the entire Committee, and all the Com­
mittee members had an opportunity to dissent, and as I say, two of 
them did.
Some, I would say, acquiesced without, perhaps, voicing 
any personal opinion on it. But our Financial Accounting Policy 
Committee is given responsibility for dealing with accounting ques­
tions, so this is the position of the Federation, subject to review 
upon occasion by the Board of Directors.
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As I said, the Board did discuss the paper, but took no 
formal action on it.
CHAIRMAN CATLETT: Would you say the vote was 18 to 2 in 
the Accounting Committee I’m just trying to get a feel, you know.
MR. NORBY: Well, I suppose that’s one. way of expressing 
it. I would say, more positively, that two people dissented from 
the views, and the rest either acquiesced or voted positively for 
it. So that’s maybe 18 to 2.
CHAIRMAN CATLETT: But you have made no attempt to obtain 
the views of the members of the Federation or the Board of Directors 
beyond the Committee?
MR. NORBY: No. There has been no time. We Just had our 
Annual Conference last week in Cleveland at which the Board saw the 
paper for the first time, and obviously did not have much time to 
reflect on it, and at this point I do not contemplate that we would 
try to take a formal action either at the Board level or solicit 
the opinions of the members. We will, however, endeavor to inform 
all our members fairly promptly, and possibly through our Journal, 
as to developments in this particular area of accounting.
CHAIRMAN CATLETT: Did I understand you to say that it 
was the recommendation of the Committee that bonds be carried at 
market value ?
MR. NORBY: Yes, sir.
CHAIRMAN CATLETT: And this would include all bonds held 
by banks, insurance companies, and savings and loan associations?
MR. NORBY: As I said, we have not studied the precise 
implications of this, or the precise impact of such a policy on 
companies such as life insurance companies. I don’t know the fig­
ures. Undoubtedly, this would have a very serious impact on their 
surplus, unless at the same time they were able to adjust their 
liabilities by virtue of, possibly, needing less reserves because 
of higher earnings on those reserves at present market rates.
I would like to take exception to the previous speaker 
here, who said that this would bankrupt all the banks. As a former 
banker, I would say this would not be the case even at the bottom 
of the market in mid-1970. I am sure it wasn’t with our bank. 
There are a few who might have been on the margin, however.
But in life insurance companies with very heavy long-term 
portfolios of bonds, undoubtedly they would be severely impacted, 
unless there were other accounting changes at the same time.
CHAIRMAN CATLETT: If it's a fair question, since you were 
a former banker, and certainly know the banking industry, would you 
recommend, yourself, that all banks carry bonds at market value?
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MR. NORBY: Well, as far as disclosure is concerned, I 
certainly would favor the inclusion of market value in the statement 
at some point. I think most banks are coming to this -- at least, 
almost as a footnote, and not a balance sheet item.
Perhaps one might make a distinction between short-term 
and long-term securities here. The question then becomes: How do 
you define "short-term" and "long-term"? And there would be quite 
a spread between one year and ten. A number of banks, however, have 
bought substantial portfolios of long-term municipals -- twenty-year 
municipals -- and I think that possibly a fair representation -- a 
fairer representation -- might include some effect of market volatil­
ity on the portfolio for those types of securities.
The question, of course, from a bank’s standpoint, is 
whether they can carry those through the market cycle, or whether 
they are going to be forced to sell by reason of deposit withdrawals 
or loan demand. I think this question would have to have thorough 
exploration.
CHAIRMAN CATLETT: You are not necessarily recommending 
that all banks carry their Federal securities at market value?
MR. NORBY: Here again I think you probably would have to 
make some distinction between short-term and long-term. I don’t 
know that there would be much purpose served in marking one-to- 
three-year bonds to market. I also would make a distinction here 
between the portfolio and the trading account. The trading account, 
according to present practice, is already at market, and I would 
think that would continue.
CHAIRMAN CATLETT: But there are huge amounts, as you 
well know, of long-term municipals in banks, and if they had been 
written down last summer, it would have made a dent in the liquid­
ity of many banks.
MR. NORBY: It wouldn’t have bankrupted them, though.
CHAIRMAN CATLETT: Since you mentioned bonds, I wondered 
what your view was with respect to banks, and I suppose savings and 
loan associations would be somewhat the same.
MR. NORBY: I mentioned savings and loans. I would com­
ment that we discussed how far such a valuation policy would carry 
with regard to fixed income securities. Insurance companies, for 
example, have private placements of bonds, industrial loans, and 
mortgages, and at what point do you stop using market and start 
using cost?
I think these are areas that would require further explor­
ation. The view of the Committee would be that at this point only 
those bonds that actually have a market quotation would be marked 
to market, but there’s a grey area here that I think would have to 
be carefully explored.
CHAIRMAN CATLETT: I wonder. You have indicated a differ­
ence of views among the analysts on your Board of Directors, and so 
forth, on this subject. It is a somewhat difficult and complicated 
subject, as evidenced by the discussion we have had in the last two 
days here. The Financial Analysts Federation does represent a very 
large group of users of financial statements, and certainly one of 
the principal objectives of the Accounting Principles Board is to 
develop accounting statements that are better for the users of the 
financial statements. The Financial Analysts are in a unique posi­
tion of being able to represent a large group of informed users.
Do you think it would be possible for the Federation to give further 
consideration to this over the next few weeks and be of further 
assistance, or make further recommendations to the Accounting Prin­
ciples Board in this area?
MR. NORBY: You mean, to solicit the views of a wider 
audience?
CHAIRMAN CATLETT: I gather that there is quite a differ­
ence of views on this subject among analysts. You mentioned that 
some of your Board of Directors don’t like putting realized only in 
income, and others like to put both realized and unrealized in, and 
some like the yield approach. It would appear that the analysts are 
struggling with the very same problems as the Accounting Principles 
Board. There is no easy solution to this problem. Your organiza­
tion is one that might be of further help to the Board, particularly 
if you could give more thought and analysis to it. I’m not suggest­
ing who, but perhaps a wider cross section of your members could 
give us further suggestions, if that’s possible.
MR. NORBY: We’d be glad to cooperate with the Accounting 
Principles Board in any way we can on this, and we would undertake 
to solicit wider views, I think primarily from the standpoint of 
how users would react to various types of income statements that 
have been proposed here for dealing with the marketable securities 
question. I would have to hedge that by saying I’m not sure that a 
public opinion poll on this subject would necessarily be fruitful.
CHAIRMAN CATLETT: Well, I agree with that. I'm not 
talking about a poll of your members, or anything like that; but 
perhaps the Federation has not given as much thought to this in 
depth as it might if my impression is correct.
MR. NORBY: Well, yes.
CHAIRMAN CATLETT: But perhaps your Committee and your 
Board of Directors might give further thought to this subject, and 
perhaps be of more help to us.
MR. NORBY: We’d be delighted to help.
CHAIRMAN CATLETT: I’m really talking about the informed 
thought of a selected group, and not a poll of the members.
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MR. NORBY: I think that perhaps the issues can be nar­
rowed a little here, to concentrate on developing responses to those 
alternatives.
CHAIRMAN CATLETT: And the pros and cons of each, and so 
forth. I think it would be helpful if you could.
MR. NORBY: I might say there have always been two points 
of view among analysts. One point of view is: Give us full dis­
closure, and then we will work with the numbers to arrive at what 
we think is the proper set of data as the basis for evaluation. The 
other point of view is that the information should be disclosed by 
the company in a way which provides the best basis for evaluation, 
and that goes into the annual report, and through the communication 
media.
In other words, one says: Just give us the information, 
and we’ll develop the measures ourselves. And the other says: The 
company should provide the purest and best possible figure, plus 
basic full disclosure.
PROFESSOR HORNGREN: I’d like to ask if financial anal­
ysts look at the unrealized gains and losses in current reports, 
as existing practice shows them each year. Is this important in­
formation?
MR. NORBY: I don’t know. That might be very difficult 
to generalize on. I would say, referring now to the insurance 
industry, which is the one with large portfolios, that I have not 
seen many analyses that refer specifically to a substantial unreal­
ized appreciation in the securities account which the analyst has 
taken into account in his valuation of the security.
PROFESSOR HORNGREN: Well, I am puzzled by the fact that 
this Committee apparently has come out with an 18 to 2 vote. At 
least 18 people acquiesced in the idea that annual changes in the 
portfolio is important information. What I’m trying to get at is 
the fact that several people yesterday made statements like: These 
volatile changes are meaningless. And I’m trying to compare that 
against the report of the users -- at least, a group of represen­
tatives of a large band of users that says: Well, we want these 
fluctuations.
Now, are they meaningless, or are they meaningful? Then 
I ask this question of you, and you say: Well, I’m not sure that 
they do look at these things.
So, in trying to look at it from the user’s point of view 
I don’t know whether it’s meaningless, meaningful, or half meaning­
less or half meaningful.
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MR. NORBY: Well, I would say you have to look at this in
the context of the increasing reporting of realized gains and losses, 
which are quite meaningless in many cases. A number of companies 
reported realized gains in security portfolios in 1970, at the time 
the market was sitting at its low for a number of years, so that 
really doesn’t represent useful information about either investment 
portfolio performance or earnings performance generally.
So if we are going to take into account portfolio changes,
then a more realistic approach would be to take in total portfolio 
changes, realized and unrealized, and this would, as I say, be con­
sistent with the general trend in portfolio management today, if we 
looked at the total return -- interest, dividends, and capital gains.
PROFESSOR HORNGREN: To your knowledge do the informed
analysts who work in this area try to take insurance company data 
and restate them and look at the portfolio in terms of combining 
realized and unrealized gains, and convert it into earnings per share?
MR. NORBY: I would say that that is not a general practice
Some may do that. I don’t personally follow the industry or see many 
reports on insurance stock.
PROFESSOR HORNGREN: Do you think that the -- I’m asking 
now for your personal opinion with respect to the role of stockhold­
ers’ reports in terms of what audience these should be pitched to. 
Should they be pitched to the little old lady in Podunk? Should we 
worry about this? Or should we assume that the user is reasonably 
well informed -- not professional necessarily, but informed enough 
to know that if he can’t understand it, to consult a professional?
MR. NORBY: I think the annual report, first of all -- 
the figures, I think, should be reported by the company to make the 
best possible representation of net income and the more intangible 
concept of "earning power." That provides a base of measurement 
for everybody, the little old lady and the professional investor. 
That figure would be a usable figure, without a lot of further 
adjustments.
Beyond that, the annual report has to be keyed for sev­
eral levels of readership. I thinks from the very small investor 
to the sophisticated individual investor and to the professional 
investor. Each wants somewhat more information, and I would say 
most annual reports today take that into account and provide rea­
sonably satisfactory information to all of those segments of the 
investor public, including the financial analysts. But I think 
that the reporting — the bottom line figure particularly — has 
to be as accurate as possible, and should require no adjustment by 
the analyst to be used, because in our whole communication process 
in financial reporting there is tremendous play on that bottom 
line figure.
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Now I know that people say: Well, you shouldn’t rely on
that one figure, because there are many qualifications. And, of 
course, that’s true; but considering the vast array of securities 
that are now in the public marketplace, you have got to have some 
kind of shorthand to deal with all these reports, at least on an 
interim basis, and therefore the quality of the bottom line figure 
is extremely important for fair valuation of securities, in my opinion.
PROFESSOR HORNGREN: I am greatly troubled by the fact
that -- and I’ll ask the other representative of the Analysts later 
the same question -- but I’m troubled by the fact that apparently 
there is not a widespread attempt to develop an earnings per share 
figure of realized and unrealized gains. At least this is the impres­
sion that I have gotten so far.
MR. NORBY: Yes.
PROFESSOR HORNGREN: And yet this particular Committee
makes a recommendation that that number should come out as a part 
of total income, and, of course, total income is invariably converted 
into earnings per share.
MR. NORBY: Yes. Well, I think what we are talking about
here is, fundamentally, a step forward; a step forward for accounting 
and for financial analysts both. I think this would make for im­
proved reporting.
Now, we have recommended that this be segmented into sev­
eral parts, as operating earnings and portfolio change and extraor­
dinary income, and that would provide a better basis for evaluation 
than the one total figure -- and I don’t know what will happen. I 
would hesitate to predict.
As I suggested, some analysts feel that they would prob­
ably concentrate on the operating earnings per share and tend to 
ignore the other figures, and my own observation today is that, as 
far as I can tell, analysts are more or less ignoring extraordinary 
gains and losses as a separate line in net income, and, of course, 
in 1970 we had lots of chargeoffs, writeoffs, and so on, of vast 
amounts. I don’t see that these figures are getting factored into 
the investment evaluation process, and I have been puzzled about 
what to do about it.
Go over to the bank field about two years ago the account­
ants, all the regulatory agencies in Washington and the banks agreed 
on a final net income line, but practically all of the analyses and 
tabulations of bank stock since then are still based on earnings 
before security transactions. That is what our Bank Subcommittee is 
trying to get at, to get the effects of portfolio change into the 
operating earnings on some kind of a basis which would be meaningful.
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We have 13,000 members. They are going to go at it in 
different ways, of course, and we can’t force any one procedure as 
far as analysis is concerned, and that is why I think we want to 
make sure we have very adequate disclosure. But I think that if we 
can come to an agreement as to the best final line here that would 
be very constructive.
MR. HARRINGTON: You mentioned that it was the recommen­
dation of The Financial Analysts Federation that bonds as well as 
equity securities would be marked to market.
MR. NORBY: Yes.
MR. HARRINGTON: Is one of the objectives in doing that, 
again, to stress the realizable values, or earnings?
MR. NORBY: Well, it would be both, of course. They are 
interconnected. But I think that, looking at this from the stand­
point of portfolio management, bond fluctuations -- bond trading — 
is an integral part of total portfolio management, and therefore we 
feel that you can’t concentrate simply on equities.
I think it was mentioned here yesterday that the property 
and casualty field particularly move in and out of bonds or in and 
out of taxables and tax exempts, according to various circumstances, 
and certainly those kinds of moves are part of portfolio management. 
Presumably this figure of total portfolio change, coupled with the 
investment income, is a measure of management’s performance in hand­
ling its investments, and that total figure would be a useful figure.
So bonds should not be omitted.
MR. HARRINGTON: And you mentioned specifically that you 
think that should be done in banks and insurance companies. And 
now I wonder how you draw a line between bonds and mortgages.
MR. NORBY: Well, I think you are trying to indicate that 
this particular recommendation was not given as much study as you 
think it was entitled to. We did discuss the question. Undoubtedly, 
mortgages can be sold. There is a market. But at the present time 
the view of the Committee is that it would deal only with bonds that 
have an active, quoted market, and draw the line at that point.
Obviously, there are gradations here, and I think that 
further exploration of the subject would indicate that, except for 
direct loans, private placements and mortgages have some kind of a 
market that may well be reflected in the total valuation. I don’t 
want to be too dogmatic on that at this point.
MR. HARRINGTON: I think it’s significant that the issuer 
of the financial statement has quite a different responsibility 
than the user, and if I were an issuer, I would have trouble decid­
ing that I would revalue bonds that are marketable and ignore bonds 
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that have exactly the same terms, and mortgages, all of which may 
have the same investment purpose.
MR. NORBY: Yes.
MR. HARRINGTON: The other point that I have in mind is, -- 
and maybe the actuaries that are here are the ones that should com­
ment on this, and the financial management people in the fire and 
casualty companies -- but I believe that if bonds or mortgages were 
revalued, that there would be a significant adjustment on the other 
side of the balance sheet.
MR. NORBY: I’m sure that would be the case. I would say, 
based on my own experience, I don’t see any particular problem in 
extending the valuation of fixed income securities to private place­
ments and mortgages. I think this is no great problem for this type 
of security. But at this point in time the Committee wasn’t willing 
to go that far.
CHAIRMAN CATLETT: Mr. Norby, let me ask one question as 
to your personal view of the situation.
There was some discussion yesterday about the noninsurance 
parent company, and reference was made to Sears Roebuck and Allstate. 
It's well known during the last year that equity securities held by 
insurance companies at market value have been going up and down by 
hundreds of millions of dollars. Do you feel that following the 
recommendation of your Committee of putting those many millions of 
dollars of changes up through Sears Roebuck’s net income and into 
their earnings per share would be useful or desirable to the invest- 
tors and other people looking at earnings per share of Sears Roebuck?
I’d just like to have your reaction to that problem, which 
is one of the problems with which the Board has to deal.
MR. NORBY: Well, I think that the issue here possibly is 
consistency. Let us assume for the moment that such a policy was 
adopted for, let's say, insurance companies generally. Then it would 
seem to me that, since Allstate is a wholly-owned sub of Sears, that 
Sears' earnings should reflect the results of operations in Allstate 
on a consolidated basis, that security gains and losses should be 
included in their statement to reflect this, just as they might be 
in an independent insurance company. And this would also be true in 
other holding companies that have insurance companies, and there are 
quite a number of them that have been created in the last several 
years.
So I would think that would be more useful for some inves­
tors on this basic premise than if we did not break capital gains 
and losses in the report of the parent company.
MR. HARRINGTON: I have another question.
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One of the papers that we have had submitted to the Sub­
committee indicated that in 1970 their portfolio declined about -- 
I think, about 12 percent — and I assume from what you said that 
that's an indication as, the evaluation of the management of their 
portfolio; whereas in the three months ending March 31, 1971 the 
value of the portfolio increased by about 15 percent.
Well, the point I have in mind is: I wonder if the de­
crease in '70 and the increase in '71 is the proper method of eval­
uating performance, or if it isn’t to measure what they did as com­
pared to what others did.
MR, NORBY: Well, I suggested here in my concluding comment 
that we still do not have what I regard as a satisfactory comparable 
measure of investment performance by various types of investment man­
agers, and we would hope to explore this and develop better standards.
Now, if we reported on a quarterly or annual basis, as 
suggested here, analysts would have to average these kinds of num­
bers in some fashion of their own choosing, I’m sure, if they wanted 
to evaluate investment performance -- and they would have to make 
comparisons with other companies in like circumstances -- and using 
the same kind of calculations to make the valuation. All these 
things, of course, are relative.
If you want my personal view, my personal view is that 
investment performance should be measured on a total return concept, 
appreciation or depreciation and income measured over some period 
of time. My own judgment is that it falls in the 3-to-5 year range, 
I think that the suggestions of ten to twelve years are far too 
long, because the investment manager cannot be held accountable for 
his performance. He can always put off a bad current, performance 
on the fact that he’ll get well within ten years, and nobody is going 
to be around to prove whether he was right or wrong.
I think it has to be short enough to hold the manager- 
accountable, and yet long enough to go over a cycle of security 
prices. And as I say, my own judgment is that that falls in the 
3-to-5 year range.
I understand the American Economic Association took a look 
at this for their own little portfolio — I don’t know what the size 
of it was -- and their studies indicated that four years seemed to 
be an average in the market, top to top, or bottom to bottom. As I 
understand it, they are now using a four-year moving average of 
total return to reflect the income from portfolio.
In some accounts in Chicago of which I am the investment 
committee chairman, we have adopted three years. We didn't make a 
detailed study, but we are using a 12-quarter moving average. When 
we get enough quarters all. together, it will be a 12-quarter moving 
average, to measure investment performance, and this is going to 
enable us to compare the performance of the two different counselors 
we have on two accounts.
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In my judgment, portfolio performance measurement may come 
out about in this time range. There has been a good deal of mathe­
matical study of this to develop time weighted returns, of course -- 
which is important -- but I think the mathematics has been fairly 
well established and the key question is: What’s going to be the 
period of measurement?
MR. HARRINGTON: I believe your response indicates that 
you are one of those who acquiesced, but did not advocate the posi­
tion of the FAF. [Laughter]
MR. DEFLIESE: If that seems to be the view of the analysts--
MR. NORBY: I have stated it as my view.
MR. DEFLIESE: I thought all of them felt that some time 
period, something between one and five years--
MR. NORBY: Well, to try to develop some, as a procedure 
whereby we can establish standards for all investment managers; but 
the statement at this stage was my personal one.
MR. DEFLIESE: You certainly agree that one year's per­
formance is not the basis for a judgment?
MR. NORBY: I think that’s correct They say: Give us 
the facts in your statement. Essentially the position is: Give us 
the information. We want to deal with it ourselves, rather than 
have somebody developing their own average, which might hide things 
rather than disclose them. I think that’s the objection to averaging.
MR. DEFLIESE: If the analysts and accountants could agree 
on the proper period of time over which to measure portfolio perfor­
mance, wouldn’t it be better for the little old lady out in Podunk 
for the accountants to present it in the annual report, so that she 
could see it, and to provide the spreading or averaging that the 
analyst is using?
MR. NORBY: I think that would certainly be a key factor, 
if, first of all the averaging was on a consistent basis for all 
reporting companies. And that would have to be something that, I 
think, APB would probably have to establish, to have any force. 
Secondly, that there be full disclosure of annual results nonethe­
less. It may not show up in the bottom line, but the figures should 
be there for the analysts to know what happened; because even if 
you have an averaging process, I think you always want to know what 
is happening currently.
MR. DEFLIESE: One thing I can assure you is that, what­
ever answer we come up with, there will be full disclosure of all 
factors.
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MR. NORBY: I think the objection to averaging is that it 
covers up a lot of things.
CHAIRMAN CATLETT: I have two questions here from other 
members of the Board, and they run somewhat to the same point, and 
perhaps you have partially answered them. You commented earlier 
that in the case of banks, analysts were generally analyzing their 
income by the operating earnings line and not the final net income 
line which includes security gains and losses.
MR. NORBY: Yes.
CHAIRMAN CATLETT: And on the other hand, it's the recom­
mendation of the FAF Committee that unrealized gains and losses be 
put in net income. The question is: Do you think that analysts in 
the case of insurance companies will do any differently than they 
do in the case of banks, and analyze at the operating income line 
anyhow?
MR. NORBY: In my statement I said that a number of anal­
ysts expressed the view that they would work around the figure of a 
final bottom line, all-inclusive income figure that was made very 
volatile by reason of portfolio changes, and they probably would 
concentrate on the operating earnings figure. I’m saying that’s 
what a number of them would probably do. I’m not saying it's neces­
sarily right.
CHAIRMAN CATLETT: Part of the problem is I suppose that 
it’s easier to apply a price-earnings ratio to the operating income 
line above than to try to establish a price-earnings ratio for 
gains and losses on securities.
MR. NORBY: I think there is a distinction here between 
income and capital which should be kept in mind. I don’t know just 
how one can take a purely portfolio company that had no other oper­
ations and capitalize total return.
In other words, say a mutual fund had common stock out­
standing -- a closed end fund. What price-earnings ratio would it 
sell at in relation to the total investment return? It's quite un­
certain, I think, at this point.
CHAIRMAN CATLETT: Is it not true that analysts generally 
do not apply much of a price-earnings ratio to large items that jump 
up and down, such as security gains and losses in banks and insur­
ance companies and so forth? Is it not true that they tend to an­
alyze around them and do not give credit to the large, unusual non­
recurring items?
MR. NORBY: That’s right. I think I made that comment 
earlier, and that bothers me a little bit, because in terms of ap­
praising management performance in managing a business, I think we 
have got in the last two or three years a lot of unwise investments 
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which were capitalized rather than being charged to current earnings, 
and stock prices were related to those current reported earnings.
Now, they are all being washed out with extraordinary 
changes in 1970, and management is not penalized for those mistakes. 
I don't know how to handle it at this point, but it's something 
which has been bothering me a little. It may be the analyst's prob­
lem, rather than the accountant's problem.
CHAIRMAN CATLETT: Thank you, Mr. Norby.
We will now have a ten-minute intermission.
[The meeting was recessed for about ten minutes.]
CHAIRMAN CATLETT: Will you please be seated.
Next is the Association of Insurance and Financial Analysts.
MR. THEODORE J. NEWTON, JR.: I'm Ted Newton, First Vice 
President of Eastman Dillon, Union Securities & Co., and Chairman of 
the Adjusted Earnings Committee of the Association of Insurance and 
Financial Analysts.
The Association of Insurance and Financial Analysts is a 
group of some fifty-five specialists in the insurance stock field, 
mostly senior analysts, such as myself. I have been following the 
group for fifteen years -- that is, insurance stocks.
The Adjusted Earnings Committee is composed of seven senior 
members of the Association. Our position with regard to the balance 
sheet is that bonds be carried at cost for life insurance companies 
and at market for fire-casualty companies. We recommended that 
stocks be carried at market values for all companies.
Of course, with regard to the question of carrying bonds 
at market or cost, if you do carry bonds at market for life insur­
ance companies, you would have to adjust the liability side of the 
statement to account for that. There is no doubt but what the re­
serves required -- life insurance reserves -- in a time of high 
interest rates would be lower. So you would be lowering the asset 
side, and lowering the liability side at the same time.
This would result in some rather complex calculations which 
I think are not at all necessary. It would be completely improper 
to tamper with one side of the balance sheet of a life insurance com­
pany without adjusting the other side.
So we would recommend that the present practice be contin­
ued. We have some sympathy for carrying bonds at market for fire­
casualty companies, simply because in that industry the portfolios 
are turned over more often. Fire-casualty companies often sell tax 
exempt bonds to buy taxable bonds, or vice versa, depending upon their 
underwriting position, whether they are underwriting at a profit or a 
loss.
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I would say that this 
certainly live with the present 
for both industries.
is not a strong position. We can 
method of carrying bonds at cost
With regard to capital gains and losses, our principal 
point is that they should not be commingled in any way with the in­
come statement. We want a pure figure, a net operating income fig­
ure, to be reported on a per-share basis. We do not want to confuse 
capital gains or nonrecurring items of any variety with this figure,
So we suggest that a net operating income figure be ar­
rived at, and a separate schedule show realized and unrealized capi­
tal gains, and that the two not be added to produce a final net in­
come figure which would include investment gains or losses,
I think that the only other defensible position would be 
an averaging approach, which we did not come out for, but I think 
that the only way that you can possibly get investment gains or 
losses into the income statement, so that investors can appraise 
them -- place a price-earnings ratio on them., if you will -- would 
be on a long-term averaging approach; and this has to be a very 
long-term average of at least ten years, to smooth out the fluctua­
tions.
However, as I say, we did not come out for any averaging 
approach, but I think there are only two possible answers. One 
would be a complete separation, or more or less disregarding capital 
gains and losses, except for the mere statement of them. The other 
would be an averaging approach.
I would be happy to answer questions.
CHAIRMAN CATLETT: I think we will have several questions. 
I have a few to start with.
Yesterday there was some discussion of the fact that when 
insurance companies buy stocks instead of bonds, they are doing so 
because of the potential appreciation, and that they forego 8 or 9 
percent interest on bonds to get 2 or 3 4 percent cash dividends
on the stocks because long-range, they think they are going to make 
10 or 12 percent on the stocks, rather than 8 or 9 percent on the 
bonds. Otherwise they are not interested in stocks.
If that's the case, how do you view the statements when 
you have the 8 or 9 percent interest in operations and the 2, 3, 
or 4 percent cash dividends in operations, and then segregate the 
other elements of return on stocks? Aren't we out of phase in some 
respects there?
MR. NEWTON: Well, as I indicated, I do have sympathy for 
a sophisticated averaging approach which would give this company 
that chooses to buy common stocks instead of bonds some credit for 
that -- some additional credit. I personally have sympathy for --
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I guess you would call it -- equity accounting for marketable secur­
ities, where you would take in the undistributed earnings of stocks, 
which would, of course, increase the total yield.
There is no question but what, however, a company that 
chooses to buy stocks rather than bonds is taking a calculated risk 
that they do not necessarily have to take. Now, if fire-casualty 
companies buy stocks as a hedge against inflation, they are insuring 
with today’s dollars future claims, and it certainly makes a great 
deal of sense that they should have that variable asset rather than 
a fixed one. On the other hand, life insurance companies’ liabil­
ities are quite fixed in nature, quite predictable, and their obli­
gations are in current dollars, so the investment philosophy of a 
life insurance company is very heavily weighted toward fixed dollar 
investments.
When they vary from that, they take a calculated risk that 
they may or may not produce the desired results. I don’t know that 
we should concern ourselves greatly to give them credit for that.
In other words, if they are right, their surplus will go 
up as a result of the increased market value of the stocks. Per­
haps their main purpose in investing in stocks in the first place 
would be to protect the company against the ravages of inflation in 
the home office cost area. This is a relatively small part of their 
total expenditures, of course, and therefore it does not require a 
massive investment in this area for that protection.
CHAIRMAN CATLETT: I think many companies feel that they 
don’t get much credit in the marketplace for their surplus going up, 
whether they are insurance companies or manufacturing companies or 
any type.
MR. NEWTON: Very true.
CHAIRMAN CATLETT: Would you say, in the case of fire and 
casualty companies specifically, that in the marketplace and in the 
quoted prices of those stocks, much credit is given to the realized 
and unrealized gains on securities?
MR. NEWTON: I would say that there’s no evidence in the 
marketplace that investors pay any price for realized or unrealized 
capital gains of an insurance company.
CHAIRMAN CATLETT: Let’s take a fire and casualty company 
again. What if you had one that had invested in nothing but bonds, 
with 8 or 9 percent interest included in operating income. Would 
they sell at a higher price, everything else being equal, than a 
company that had 30 percent in common stocks, and low cash dividends, 
and made good appreciation over a period of time?
MR. NEWTON: Well, unfortunately for the hypothetical 
question--
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CHAIRMAN CATLETT: I just wondered what your view would be.
MR. NEWTON: Well, if you had a company that was writing 
a massive amount of premiums in relation to it surplus, and it was 
highly profitable -- let’s say it had an underwriting profit margin 
of 10 to 15 percent, and was writing six times as much premiums as 
it had capital and surplus -- obviously that company should not risk 
losing its modest surplus in the stock market. It’s working it too 
heavily. Some investors would view that company as taking an un­
justified risk, if they were heavily invested in common stocks at 
the same time they were working the surplus as hard as they are, and 
they would tend to downgrade it for sticking their necks out.
But; you know, you would have to bring in some additional 
factors, I think, to answer these types of questions.
CHAIRMAN CATLETT: I was just trying to get a feel of how 
insurance analysts look at these securities. Let’s say you had two 
well established fire and casualty companies, with a fairly sub­
stantial amount of surplus, so they aren’t stretching in the sense 
that you have indicated; but assume, everything else being equal; 
one had mostly bonds, with that interest in their operating earnings, 
and the other had more stocks, with low cash dividends in earnings. 
Is this factor taken into account in considering what price you 
think would be fair for those two stocks?
MR. NEWTON: Well, the valuation of fire-casualty compan­
ies is heavily, massively weighted toward profitability in under­
writing, or lack thereof, and this factor far outweighs in inves­
tors’ minds whether the company is consistently earning stock market 
profits or not. That far outweighs any consideration of the clever­
ness in the investment portfolio.
CHAIRMAN CATLETT: I don’t believe you were here yester­
day, but we had some statistics of the stock fire and casualty in­
dustry over a fairly long period of time -- the entire stock indus­
try -- and it showed for the industry as a whole, as you undoubtedly 
know, that there is an underwriting loss for many years.
MR. NEWTON: That's right.
CHAIRMAN CATLETT: All of their net income consisted of 
dividends and rents and interest and capital gains.
MR. NEWTON: That’s right.
CHAIRMAN CATLETT: Something like 30 percent of the total 
net income was capital gains. And there was a total underwriting 
loss, which doesn’t mean that all companies are operating at an 
underwriting loss, but the industry as a whole is. In that context, 
how do you relate the underwriting activities and the interest and 
dividends and the capital gains, as among the three, and how would 
you analyze a company?
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MR. NEWTON: Well, there are, of course, some companies 
that have consistently, year in and year out, earned underwriting 
profits, and those companies sell at very high valuations of re­
ported earnings or net investment income. The companies that gen­
erally have losses tend to sell at low multiples of book value, of 
net investment income, and of reported earnings.
I would say that investors tend to value net investment 
income as the central figure, especially for a company that does 
generate underwriting losses, and they pay a very low multiple for 
the net investment income of a company that tends to have under­
writing losses. But the cleverness in the -- I can’t think of one 
single case where it can be shown that investors are paying 12 times 
earnings for Company A because they have had a lackluster investment 
record, and they are paying 15 times earnings for Company B, because 
it has had a brilliant investment record. I defy anyone to show 
that the market is appraising the investment results of fire-casual­
ty companies.
CHAIRMAN CATLETT: When you say investment results, are 
you speaking of dividends and interest too?
MR. NEWTON: I am speaking of portfolio results.
CHAIRMAN CATLETT: Would you come to the conclusion, then, 
that the market price of fire and casualty stocks would probably be 
the same, regardless of how we accounted for or showed capital gains 
and losses? If you are not giving credit for it anyhow, whether you 
put all realized and unrealized in supplemental statements, or put 
realized only in net income, or any of the combinations -- are you 
saying that nobody is going to pay much attention to it anyhow?
MR. NEWTON: I think that’s generally true, with the ex­
ception that if a yield approach were used, where you know there’s 
a long-term averaging of realized and unrealized going into the 
income statement, I think that in time investors would place a mul­
tiple on that. I don’t think investors will place a multiple or 
valuation on realized or unrealized capital gains as such.
My interest in this, you know -- you can say on the one 
hand it doesn’t make any difference. Well, it does make a differ­
ence, because I don’t want to see misleading income figures tossed 
around in the newspapers, so that the sweet, little, old lady in 
Keokuk, who doesn't have a senior insurance stock analyst at her 
side, is completely misled.
So it does make a difference to me personally how it's 
reported. Yet the answer is that the investors to date have not 
paid for realized or unrealized capital gains.
CHAIRMAN CATLETT: Some managements of fire and casualty 
companies, I think, have felt the only way they could ever get any 
credit in the marketplace would be to have some kind of appreciation 
on a yield basis, and I guess you agree with that.
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MR. NEWTON: I think that is absolutely and without a doubt 
the only way that they possibly will. Realized gains, as they are 
now used, is a completely manageable figure. Everyone with an estab­
lished portfolio that they have had for years has some unrealized 
gains that they could take. It has nothing to do with the operations 
of the current year. Some previous investment officer was smart 
enough to buy International Tabulating Machines forty years ago, and 
it turned out to be IBM, so they choose to sell it in a year in which 
they have a hurricane loss, to cover it up. It’s a completely man­
ageable figure, and investors simply will not pay for it.
CHAIRMAN CATLETT: On the other hand, is it your view that 
putting the realized and unrealized gains and losses all in the in­
come statement, just on the basis of the market price at year end — 
that’s also misleading? Is that your position?
MR. NEWTON: It would be completely misleading to add 
realized and unrealized gains to operating income, to arrive at a 
net income figure, yes.
CHAIRMAN CATLETT: And compute a per-share figure on it?
MR. NEWTON: It would be completely meaningless, because 
of the massive changes year to year. There’s an investment officer 
or a chief financial officer of one company that I see in the room. 
I have seen him one year have a $60 million unrealized portfolio 
gain, and the next year an unrealized loss of the same amount. 
These figures stagger anything that you can conceivably do opera­
tionally, and you obviously are going to have to go to something 
of at least ten years’ duration to smooth out massive changes of 
that nature.
PROFESSOR HORNGREN: I’d like to ask first: How do in­
surance analysts go about valuing the insurance companies?
As I understand it, you give great weight to underwriting, 
but aside from all of the intangible factors, how do you look at 
the investments as they come across your desk now, and use those to 
establish values? Could you give us a capsule summary of what you 
do with the information?
MR. NEWTON: Fire-casualty companies or life companies?
PROFESSOR HORNGREN: Both. [Laughter]
MR. NEWTON: For life insurance companies I calculate a 
growth rate in adjusted earnings, and I have a reliability factor 
in mind. Some companies fluctuate much more than others, and I 
tend to pay a price-earnings ratio that’s directly related to the 
growth that can be expected in earnings in the life company.
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I pay no attention to book values in life companies. I 
pay little attention to book values of fire-casualty companies. 
So from the standpoint of analysis, I don’t think it makes a great 
deal of difference whether you carry bonds at market or cost, or 
what have you.
I do think that, since in the case of fire-casualty com­
panies so much of the asset growth has come from marketable securi­
ties' appreciation, that this should be reflected in surplus. That 
surplus is available to finance the writing the premiums, and it 
certainly is a legitimate portion of their available surplus.
In the case of fire-casualty companies, the market pays a 
multiple -- I guess the easiest figure to use is net investment in­
come, because all companies have net investment income. They don’t 
all have underwriting profits or losses. The multiple that is paid 
by the market -- multiple times investment income -- is directly 
related to their underwriting history, how often have they had pro­
fits, how often have they had losses, is it a company that, maybe, 
three out of five years has a profit? Then it will get a little 
better multiple than one that has only two out of five years, and 
the one that has five out of five years gets a very high multiple.
PROFESSOR HORNGREN: What are the ingredients of this net 
investment figure that you are looking at?
MR. NEWTON: It’s dividends -- principally, dividends and 
interest less expenses, but not less taxes.
PROFESSOR HORNGREN: And the realized gains or losses are 
not included in that figure?
MR. NEWTON: No.
PROFESSOR HORNGREN: You mentioned that if you are going 
to put gains and losses on the portfolio into your net earnings 
figure, you would prefer a long-run average like ten years, and so 
on. Would you prefer that the accountant compute long-run average, 
or do you want to do it?
MR. NEWTON: Well, it’s a rather sophisticated calcula­
tion, to be accurate. Now, if it’s a straight ten-year average, I 
can do that. I think that probably something more sophisticated 
than a straight ten-year average is needed, and called for.
Yes, I would like to see the accountants do it, if it’s 
done. I suspect that it would take a period longer than ten years 
to have a meaningful figure.
PROFESSOR HORNGREN: I notice that in the position paper 
that your group provided you recommend a total net operating income 
and extraordinary gains or losses figure to be put down per share; 
and yet you have not looked with much favor in your presentation 
here upon the inclusion of extraordinary gains or losses in that 
figure -- and yet this group recommends it.
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I’m puzzled by that inconsistency. Could you comment on 
that? It's on page 3.
MR. NEWTON: Yes, you’re right. It is an inconsistency.
I think that extraordinary gains or losses can have a 
material effect on whether the stock is interesting or not. I guess 
a somewhat spectacular example of what happens to a company’s earn­
ings statement when you insist upon bringing everything into net in­
come was Georgia International last year, when they sold their 50 
percent owned subsidiary to International Telephone & Telegraph for 
$38 million. The cost on that had been -- well, for book purposes,■ 
around $6 million; actually, around $2.8 million.
That entire gain, less expenses, less applicable taxes, 
was put into the income statement as an extraordinary item, so the 
newspapers across the country picked up the fact that Georgia Inter­
national stock, which had been selling between 12 and 18 all year, 
earned $4.83 a share last year. It was a completely misleading 
figure which could never be duplicated again, because they had sold 
the asset which produced that very large gain.
PROFESSOR HORNGREN: Well, why is it, that this group ad­
vocates reporting this -- this figure — as an amount per share? 
You have got a total line, total net operating income, and extraor­
dinary gains or losses.
MR. NEWTON: I thought we had a complete separation of the 
two. I’m rather surprised that it came out this way. [Laughter]
PROFESSOR HORNGREN: Moreover, you have investment gains 
or losses, which includes the extraordinary gains or losses, again. 
They are in two places here, so you are double counting it, is that 
right ?
You have realized gains or losses under extraordinary 
gains or losses. That’s going to come into your reported earnings 
per share.
MR. NEWTON: Uh-huh.
PROFESSOR HORNGREN: And then you go ahead and put it 
again under investment gains or losses.
MR. NEWTON: I must admit, I am completely mystified by 
this thing.
PROFESSOR HORNGREN: Isn’t that right?
MR. HARRINGTON: Well, he calls it realized gains on se­
curities the first time it’s used. These are investments, and 
these are realized gains on items other than investments. [Indica­
ting information in position paper]
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PROFESSOR HORNGREN: Oh. Well, then, they aren’t double 
counted, is that right?
MR. NEWTON: Yes.
PROFESSOR HORNGREN: The realized gains and losses are on 
other than investment portfolio?
MR. NEWTON: I think the terminology could be better. The 
way I read it, as we have in the top section, we are arriving at net 
operating income; the next section, which would be extraordinary 
gains or losses, the sale of a -- not of a security, but of some 
other asset, perhaps -- a nonrecurring gain. That is added to net 
operating income, to produce a total income, including extraordinary 
gains, figure.
Then below that we show the investment gains or losses, 
both realized and unrealized, and do not total those figures. I’m 
glad I’m not quite as inconsistent as I suspected. The terminology 
isn’t good, I must admit.
PROFESSOR HORNGREN: A suggestion has been made by at 
least one member of the Board in a preliminary discussion of this 
subject that the income on the portfolio should not be placed in 
the ordinary reported net income, or earnings per share, but, in­
stead, that the valuation of insurance companies should be approached 
by taking the market value of the investment portfolio at whatever 
date it might be, and then adding to that the operating income, after 
applying to it the appropriate price-earnings multiple.
In other words, all of this attempt to embrace changes in 
the investment portfolio and reported income is not responsive to the 
analytical approach that should be taken to insurance companies; that 
is, that it should be based on a sort of total market value per share 
of the portfolio, plus a multiple on their operating gains or losses -- 
or I should say, operating gains.
What is your reaction to that particular approach?
MR. NEWTON: Well, my first reaction is that I don’t like 
it. I think that you could live with any form of presentation. In 
other words, you can value insurance stocks on the basis of their 
book value, which would include stocks at market. There are some 
companies that sell at seven and eight times their book value, be­
cause of their ability to generate underwriting profits. There are 
companies that sell at very substantial discounts -- approaching 
40 and 50 percent -- from book value, when they wouldn’t recognize 
an underwriting profit if they saw it walking down the street. 
[Laughter]
But this valuation could be done on this basis; but I 
think that it’s better to do it on the basis of reported earnings, 
which would include investment income and underwriting profits or 
losses, less taxes.
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PROFESSOR HORNGREN: Did I hear you correctly when you 
said that there was no evidence that the market pays for realized 
and unrealized gains or losses on investment portfolio?
MR. NEWTON: That’s correct.
PROFESSOR HORNGREN: And yet it would pay if we added to 
it a yield basis?
MR. NEWTON: I think that in time it might. Initially I 
think that you would simply be -- it would take the investing public 
some time to get used to that, but I think that eventually you would 
see something paid for that dependable type of income that would be 
added in that manner. After all, investors are willing to pay for 
earnings that are of a recurring nature. They are not willing to 
pay for earnings that are of a nonrecurring nature, and the average 
yield approach would produce a figure that has a reliability factor 
attached to it. And I don’t think that they would pay the same 
multiple for a company reporting its earnings on that basis as one 
reporting earnings on the basis of completely disregarding portfolio 
gains and losses.
PROFESSOR HORNGREN: It’s just very had for me to believe 
that the market would not pay anything for investment gains, and 
that’s what you are saying -- no evidence that the market pays for 
realized and unrealized gains on portfolios.
MR. NEWTON: Well, to the extent that Company A has a 
well-managed common stock portfolio, and Company B has a poorly 
managed or nonexistent stock portfolio, eventually, Company A is 
going to generate capital surplus that Company B will not generate. 
Therefore its ability to transact an insurance business is enhanced, 
so there would be a long-term tendency for Company A to command 
greater respect in the marketplace than Company B.
PROFESSOR HORNGREN: And a higher value?
MR. NEWTON: Yes, but this would be something that would 
transpire over a period of years, rather than in one particular 
accounting period.
PROFESSOR HORNGREN: But therefore, then, the market does 
pay for investment portfolio performance.
MR. NEWTON: I have seen companies that have especially 
imaginative common stock portfolios where the market did not pay a 
higher multiple for the company's stock. Now, what could account 
for that?
Well, perhaps that company simply doesn’t have the same 
abilities on the underwriting side of the business as they have in 
the investment side, so that the total result is a rather lack­
luster performance. They are doing a particularly brilliant job 
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in the investment area, and that is covering up for their lack of 
sales ability or their lack of underwriting ability in the other 
side of the shop.
Now, if that company did not have its imaginative common 
stock or its investment department, there’s no question but what 
the stock would be selling even lower than it is. That keeps it 
where it is.
MR. BEVIS: I have one question. Some casualty company 
people contended their pricing policies were based on a total re­
turn concept. If that is true, why shouldn’t the income apprecia­
tion reflect that fact?
MR. NEWTON: Their pricing of fire-casualty insurance in­
cludes a return on investment?
MR. BEVIS: The total return -- yield as well as invest­
ment income -- all the yields, both investment income and--
MR. NEWTON: They are not admitting that? [Laughter]
Yes, I think that certainly in pricing fire-casualty pro­
ducts, large industrial risks, perhaps, long-term disability insur­
ance, you would take into account some yield approach. Now, what 
you probably do is say: Well, we can earn 7 and 8 percent on the 
money, and we should take that into account in pricing the product.
Then when they get around to investing that money to get 
7 or 8 percent, they might go in the direction of bonds, or they 
might go in the direction of stocks. If they go in the direction 
of stocks, obviously they are looking to get 3-3½ percent from 
dividends, and the rest from capital gains.
MR. BEVIS: My point is: Why shouldn’t the income state­
ment reflect that fact? As it is now proposed under your scheme of 
things, the appreciation less depreciation would be shown separately, 
and will not be combined with investment income.
MR. NEWTON: As I said at the beginning, I think there 
are only two defensible positions. One is to keep the operating 
statement clean of investment gains or losses. The other one is 
to include them on a yield basis.
So, yes, I can go in either direction. I can live with 
either reporting method. What I cannot live with is including real­
ized capital gains in the income statement or a combination of real­
ized and unrealized that is based upon the one accounting period, 
rather than an average.
CHAIRMAN CATLETT: I have a question here from one of the 
Board members. It’s along the lines that if the accountants could 
agree on one method of calculating a yield approach, is there any 
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assurance that the analysts as a whole would accept it, or would they 
be inclined to adjust it to meet their own views?
For example, would an analyst adjust the performance of a 
new company, as opposed to an established company? I think, essen­
tially, this question is: If we could reach agreement on some yield 
approach, would analysts accept it or not, or add their own ramifi­
cations to it?
MR. NEWTON: Speaking for myself and many analysts that I 
know, I’m sure that we could accept a yield approach, properly done, 
and I’m sure that it would be, you know, if you decide to go in this 
direction. It will be a sound method of calculating.
Analysts, speaking for myself and, again, those that I 
know, are very anxious to get away from adjusting statements. We 
want to accept the figure that you come out with, and the only rea­
son that we would not accept the figure that you come out with is 
if it’s an entirely misleading one. This would not be a misleading 
figure, if it involved an averaging of realized and unrealized 
gains over a period of years, so that it had a continuity aspect 
to it.
CHAIRMAN CATLETT: What you are saying is that if what’s 
considered to be a reasonable approach would be agreed upon and 
followed consistently and fairly uniformly among the insurance com­
panies, that you believe that the analysts would accept it and not 
tend to adjust it or do something else with it?
MR. NEWTON: I’m not at all interested in disagreeing with 
published earnings per share figures. I have got plenty to do to 
keep me out of mischief besides tearing apart reports and putting 
them back together again, which I seem to have been doing a lot of 
for the past 15 years. I would quickly embrace a---
CHAIRMAN CATLETT: Any reasonable method?
MR. NEWTON: [Continuing] ...a reasonable figure, yes.
Therefore what we are mainly asking is that you not give 
us an unreasonable figure that we will have to tamper with. We 
don’t want to tamper with the number that’s in an income statement.
CHAIRMAN CATLETT: All right. Thank you very much.
American Accounting Association?
MR. CARL L. NELSON: Mr. Chairman, my name is Carl Nelson, 
of the faculty of the Columbia Business School. I am representing 
the American Accounting Association, but since all members of the 
Committee are probably members of the American Accounting Associa­
tion, you, therefore, know that I have full and complete power to 
speak for myself.
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Let me preface my remarks with two comments. You should 
be commended for dealing with a problem before a conflagration takes 
place. You were told this morning that action on equity securities 
was not necessary; that no problem existed. The trouble with the 
Board in the past is that it was reluctant to consider anything that 
was not a fire fighting problem.
Then, secondly, I would hope that you would not be per­
suaded to wait until you have solved all problems before you come 
out with a Board Opinion. You are nibbling at small subjects, al­
though important ones, and I hope you continue in that direction.
In terms of balance sheet treatment for those equity secur­
ities that have a market value, it would seem to me that, on the 
basis of practicality of the treatment, there is no problem. This is 
evidenced by the fact that there is widespread use of market value 
today. Usefulness is a much more difficult subject to deal with, 
because we really don’t know what’s useful. But if you look at the 
balance sheet as a measure of the economic power of the firm, of its 
financial strength, of the resources under the control of management, 
or of its ability to pay debts, then certainly the only figure that 
is of any significance for equity securities is the market value 
of it.
It’s not a departure from historical cost accounting, be­
cause we have never had complete historical cost accounting. Receiv­
ables, except for a financial institution, are shown at their value, 
instead of on the basis of cost. Nobody has ever proposed that cash 
be reported on the basis of cost, so the balance sheet is a mixture 
of costs and values, and it would appear to me that values ought to 
be used whenever values exist.
In terms of the income statement, there must be an offset 
to this. If recognition of changes in market value is to be included, 
one possibility is to put it on the balance sheet as an anomalous 
item ,-- a balance sheet balancing item that would neither appear as 
a liability nor as stockholder’s equity. Certainly this would make 
the right-hand side of the balance sheet even more meaningless than 
it is.
If changes in market value are to go in the owners’ equity, 
the question is where does it go. In answer to this I would like to 
appeal to an authority that I assume you would recognize and respect. 
I am referring to the publication APB, Accounting Principles, Cur­
rent Text, paragraph 1022.04 and 1022.05 in which you have stated 
it’s got to go in the income statement. If the changes in market 
value are not to appear in the income statement, it is obvious that 
you must revise these paragraphs.
Now, looking at it from the nonauthoritative viewpoint, 
it’s evident that usefulness is almost impossible to deal with, yet 
there has been ample evidence of the fact that putting the realized 
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gains in the income statement opens the door to a host of abuses, 
resulting in misleading income statements which undoubtedly are 
something less than useful. Realized gains are, after all, no dif­
ferent than unrealized gains, because realized gains are usually 
dumped back in the market again, and are subject to all the vicis­
situdes of market changes.
There has been a considerable amount of discussion of 
averaging. I suppose that we might improve the quality of financial 
statements across the board if we used averaging, and, for example, 
Pan Am would report a profit last year and a profit this year. The 
purpose of an income statement, I think, is to report what happened 
during that particular year, and not the average over a long period 
of years. It doesn’t help the reader of the financial statement 
very much to say: "Well, as a result of what happened ten years 
ago, we now show a high income." I don't think this is what the 
reader is interested in. Of course, the income will oscillate. The 
income will go up and down; but incomes do go up and down, and we 
recognize this in other cases. I see no reason why we should not 
recognize it in this case.
I happen to be an individual that believes that financial 
statements ought to be labeled in somewhat the same way as cigar­
etts are now labeled: "They may be dangerous to your financial 
health."
I did say, you know, if there is a market value. I do 
not have very much respect or confidence in a fair value for a com­
mon stock in which transactions are not occurring. The ability of 
analysts and experts to arrive at a market where there is no market 
is, obviously, a very poor one, as is evidenced by what happens to 
the new securities market.
In the case of nonprofit institutions, to the extent that 
they have an income statement, I have some concern about including 
the gains and losses because on the basis of my experience, finan­
cial management of nonprofit institutions is exceedingly inefficient, 
and there is a tendency to look at the revenue as the amount that’s 
available to be spent during the current year. If that’s done chaos 
would result in these institutions. Thank you.
MR. HARRINGTON: I don’t think you brought out very clearly 
the distinction between the not-for-profit accounting and that for 
profit-oriented organizations.
MR. NELSON: Accounting is used in different institutions 
for different purposes. In a not-for-profit organization the final 
figure, the net income or the net loss, the deficit, or whatever 
it’s called, is looked upon as a signal that changes need to be 
made in the management of the organization. If there is a deficit, 
immediately there must be a reduction in the activities of that 
organization. The cash outflow must stop.
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Yesterday morning Professor Horngren asked one of the 
participants what he thought of the income statement, whether it 
had a cash flow implication. In a not-for-profit institution it 
does have a cash flow -- it is thought of as a picture of the 
cash flow of the organization.
MR. DEFLIESE: But isn’t the bottom line of an industrial 
a signal also as to whether or not management should be influenced 
in any way?
MR. NELSON: I do not think if General Motors operated at 
a much lower profit last year, that that automatically would be a 
signal to disregard this year’s demand for automobiles, and decrease 
the labor force.
MR. DEFLIESE: Certainly, just as much as I'm sure that 
an educational institution looks at its incoming class as an indica­
tor of what it should not do, I would expect that the parallel is 
identical.
MR. NELSON: There are cash flow statements and income 
statements in all the industrial firms that I know about, and the 
cash flow statement is looked upon as a signal of the immediate 
financial health of the organization, and the income statement is 
looked upon in quite a different way.
On the basis of my experience, that’s not true of not- 
for-profit institutions. Now, my experience is very limited. I 
may be wrong.
MR. DEFLIESE: We all agree that many of the not-for- 
profit organizations aren't properly managed, but that’s because 
they are not paying attention to some of the things that they 
should.
MR. NELSON: This is perfectly correct, but I don’t think, 
changing the accounting will change the financial management.
MR. HARRINGTON: Well, there are related problems, of 
course, as to whether or not the income should go to endowment 
versus general funds, and that sort of thing.
MR. NELSON: Apart from that.
MR. HARRINGTON: But, basically, aren’t the educational 
institutions and other nonprofit organizations interested in getting 
into their current budget some element that goes beyond dividends, 
if they decide to use equity securities for a substantial part of 
their portfolio? If they don't do that, aren't they precluded from 
going into equity securities realistically?
MR. NELSON: Yes.
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MR. HARRINGTON: What goes into their current revenues in 
the event they are unwilling to accept dividends only? Market values?
MR. NELSON: There you have a question, it would appear to 
me, of two elements. One is the question of the reporting of the 
income and the other one is the question of the financial planning. 
The financial planning need not follow the income statement.
CHAIRMAN CATLETT: You may or may not be aware that the 
American Economic Association in their financial statements use a 
moving average for their capital gains.
MR. NELSON: I’m aware of it.
CHAIRMAN CATLETT: And part of it goes into income each 
year. What’s your reaction to that? This is not an endowment 
fund. It's just securities owned by a nonprofit organization.
MR. NELSON: I realize that.
CHAIRMAN CATLETT: So there is no restriction whatsoever.
MR. NELSON: For purposes of financial management, I would 
say that it was ideal. For the purpose of reporting, I have some 
question about it, because of the fact that if you use a ten-year 
average, as has been espoused this morning, the result is that you 
report favorable results in 1970 as a result of decisions that were 
made and activities that took place in 1960.
MR. HARRINGTON: The averaging need not go back ten years. 
As a matter of fact, the presentation by one of the not-for-profit 
organizations yesterday on their pension fund uses a five-year mov­
ing average, and they did it for, I guess, two reasons that were 
expressed. I don’t know whether you heard that or not.
MR. NELSON: No.
MR. HARRINGTON: But in any event, if you manage your 
portfolio of a not-for-profit organization in a certain way, why 
shouldn’t your financial statements reflect that?
MR. NELSON: They should, if the financial statements 
would not mislead the users of them, in this particular respect.
MR. HARRINGTON: Now, then! The next question is: If 
you did decide to reflect the financial management policies in the 
financial statements, would you use market values of equity secur­
ities, or would you use some other means of--- ?
MR. NELSON: I would use the market values, under those 
circumstances, on an unaveraged basis.
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CHAIRMAN CATLETT: To shift the subject, do you think from 
a theoretical standpoint that the Accounting Principles Board could 
sustain dealing with marketable equity securities, and not deal with 
bonds and other fixed maturity obligations at this time?
MR. NELSON: I would like to strike that word "theoreti­
cal”, because I’m not sure what it means. I see no reason why the 
Board should not take small steps. Bonds and stocks are different 
types of assets. The problems in one case are easier to cope with 
than the problems in the other, because as soon as you open up the 
bonds question, then what do you do about mortgages?
CHAIRMAN CATLETT: And on and on. Of course, that’s 
part of the problem.
So you would not object to the Board dealing with equity 
securities ?
MR. NELSON: Not at all.
CHAIRMAN CATLETT: Thank you very much.
I think we will stop for lunch now. I might just announce 
what’s to be covered after lunch. First we will have -- and this 
is probably the order of events -- the Federal Government Accountants 
Association, the Office of the Chief Accountant of the SEC, The 
American Appraisal Company, the American Institute’s Committee on 
Stock Brokerage Accounting and Auditing, the National Association of 
College and University Business Officers, and the American Institute’s 
Committee on College and University Accounting and Auditing.
For general planning purposes, I would imagine that this 
will not take until five o’clock. I would think we would be done 
by four o’clock, or a little sooner, but we never can be quite sure.
We will reconvene at two o’clock.





The meeting reconvened at two-five o’clock. Mr. Defliese 
opened the session.
MR. DEFLIESE: Gentlemen, we’d like to resume, and before 
we do I’d like to make one announcement.
As you know, we have restricted participation from the 
audience previously, because of a feeling that we would lack ad­
equate time to cover all that we needed to cover. If we have the 
time -- and it appears as though we will -- we would welcome any 
commentary from persons in the audience or persons who have spoken 
before.
On the other hand, this is not intended to invite rebut­
tal or summations of any sort, but make it possible for people who 
want to clarify any previous statements or to respond to any pre­
vious statement that may have been made by others.
We will see if we have time for that. All right I
CHAIRMAN CATLETT: First will be the Federal Government 
Accountants Association.
MR. ANDREW BARR: I am Andrew Barr, and am a member of 
the Committee that filed a letter of comment, and I’m here to 
represent Arthur L. Litke, Chairman of the Federal Financial Man­
agement Standards Board of the Federal Government Accountants 
Association. We think we ought to be fairly well known by this 
time, but maybe it would be desirable to identify ourselves.
The Committee corresponds to what the American Institute 
calls a Senior Committee. The Association has been in existence 
since 1950, and has about 7,000 members, made up of accountants and 
financial managers in the federal service.
To give you some idea of the composition of the committee, 
the easiest way is to name the agencies represented. We have a 
representative from the Atomic Energy Commission -- and all of these 
are fairly senior officials of these agencies -- from the Office of 
Management and Budget, from the Department of Commerce, the Office 
of Direct Investment, the Treasury Department, the Internal Revenue 
Service, the Defense Contract Audit Agency -- the Director of that 
agency -- the General Accounting Office, and I represent the SEC 
on this Committee, and the next representative is the Transportation 
Department -- a new one -- and Mr. Litke, of the Federal Power Com­
mission, is the Chairman.
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We have duties assigned to us. We have attempted to draft- 
codes of ethics for accountants of the government. We have studied 
the question of continuing education for accountants in government, 
and we have decided that our Committee -- or somebody did for us -- 
that this would be the best Committee to participate in the work of 
the Accounting Principles Board, and we have attempted to respond 
to most of these exposures.
We also respond to the exposures of the Auditing Committee, 
so that we have tried to keep abreast of what’s been going on in the 
profession in this way.
Now, our letter of comment is very brief, and I assume 
that you have it, but in order that there shall be no mistake, I 
would like to read the last paragraph of that letter. I think you 
can understand that, as representatives of the departments I have 
mentioned, no one of us, or this Committee, can say that the depart­
ment has acted upon these recommendations. So the usual caveat that 
goes with any government speaker when he goes out on the Chautauqua 
Circuit is pertinent here, and it’s expressed in all of the letters 
that this Committee sends to the Institute.
So that people in the audience will be sure where we 
stand, let me read it. It says that some members of the Federal 
Financial Management Standards Board will comment on this matter 
on behalf of their departments or agencies, and may have additional 
or differing views to express at that time.
So when I turn my hat around, I may be expressing some 
different view.
Now, the position of the Committee, arrived at in a ses­
sion in Mr. Litke’s office, is expressed in one comment, that the 
proposition here should support that realized gains and losses be 
included in income; unrealized gains and losses can be charged or 
credited to a special balance sheet account, but not included in 
stockholders’ equity.
I think that’s all I need to say for the FGAA’s position. 
And if there are any questions, this would be the time.
CHAIRMAN CATLETT: We will take any questions now. In 
connection with these questions, any at this point will relate to 
the Federal Government Accountants Association, and Mr. Barr will 
comment on these questions from that viewpoint as he sees it. 
We’ll take the questions first on this phase of his presentation.
PROFESSOR HORNGREN: I was wondering if you would comment 
on the criticism of putting realized gains and losses in income, 
and not unrealized, in the sense that the realized losses and gains 
are supposedly the results -- or result in — so-called managed 
earnings.
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MR. BARR: I don’t think we can deny that there is a capa­
city for managing the instances of gains or losses in trading in 
securities, but I think the gist of this comment is that the group 
supported this letter with the reservation I have named, feeling 
that it will lead to accounting for transactions on the basis of 
cost.
MR. BEVIS: Is this a legalistic point of view that moti­
vated your response, or is it a practical point of view?
MR. BARR: I think it ought to be expressed as a practical 
point of view. All of these members are accountants. I don’t think 
we had any input from the lawyers in our agencies; or I don’t think 
we’re too mindful of what would come out of a legal proceeding.
Now, there are some of us, of course, who are members of 
agency staffs that regulate industry, and this would have a bearing 
on, maybe, the individual comments from these agencies, or some 
bearing upon the overall results expressed in this letter.
CHAIRMAN CATLETT: I think it’s fair to say, and I believe 
you did indicate this -- that the views of the Committee members 
from the various agencies may not necessarily be the view of those 
agencies, in the end, on this question.
MR. BARR: I wanted that to be quite clear, because any 
one of us as individuals can’t bind the agency, unless we are autho­
rized to do it, and we never would get one of these projects done, 
by way of comment, if we had to wait for all the agencies and the 
red tape they have to go through -- to go through a dozen layers of 
authority to get an agency comment on a document like this.
CHAIRMAN CATLETT: I assume also there’s no intended in­
dication that these various agencies would not support the Board 
Opinion as it is issued. I realize your Committee doesn’t repre­
sent the agencies, but there is no intent to indicate that the 
agencies might not support the Board, is there?
MR. BARR: I can’t answer for what an agency might have 
to do under some regulatory power. We have that problem even to­
day -- recognized in some of the Opinions of the Board, incidentally.
CHAIRMAN CATLETT: But that is yet to be determined?
MR. BARR: Yes.
CHAIRMAN CATLETT: All right. Why don’t we go to the next 
presentation then, with respect to SEC?
MR. BARR: Well, my name is still Andrew Barr, [laughter] 
and I'm now speaking as a representative of the Securities and Ex­
change Commission, as Chief Accountant of that Commission.
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One thing I should emphasize at the start on this: Our 
memorandum has been widely distributed. I sent up the required 
100, and brought another hundred, and I suspect they have disap­
peared, but they may not have been accompanied by a letter of 
transmittal.
The memorandum was quoted in the press yesterday, The 
New York Times and The Wall Street Journal, if I am not mistaken — 
or it might have been this morning. The letter of transmittal is 
two sentences, and I just want to read the second sentence, which 
says in respect to the paper that this brief paper expresses our 
views on the subject, which may be reconsidered and altered after 
our participation in the discussion and study of an exposure of an 
APB Opinion.
That may not have come through from the memorandum, but 
I think it’s fair to say that our participation here is with the 
understanding that we can learn, the same as I assume the Board 
intends to learn, from the presentations that have been made here 
yesterday and today.
I have listened, I think, closely to what was said yes­
terday and this morning. I just want to emphasize two or three 
points.
The letter of comment, or a memorandum as short as mine, 
can’t be summarized much more briefly than the letter itself or 
the memorandum itself, but I’d like to highlight a couple of things 
that I think grow out of what I have heard.
I think we have heard two things come out of this dis­
cussion, that the problem involves the possibility of classifica­
tion of equity securities within the accounts of any one company, 
and then the possibility of a classification by industry. I think 
that’s fairly clear from the discussion.
So that we have mentioned in our memorandum that we rec­
ognize, or have recognized in the past, the problem of brokers and 
dealers. We sought the aid of the Broker-Dealer Committee on 
Accounting last year in connection with a major public offering of 
a broker-dealer. We got some assistance, but at one point the 
problem broke down, because of an inability to reach an understand­
ing in an area that’s covered by this conference here today. So 
that first prospectus described our efforts to get along with the 
Institute -- I don’t mean "get along" in an adversary way; I mean 
in a cooperative way -- and I think I’d like to use that experi­
ence to emphasize one more thing.
Throughout the Commission’s history we have sought to 
cooperate with the profession and, where possible, to expect them 
to take the lead in developing good accounting principles or good 
expression of accounting principles. We have repeated this state­
ment over and over, Chief Accountants and Commissioners, and as 
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recently as yesterday Commissioner Owens spoke to the CPAs at Hous­
ton and repeated this desire to cooperate with the profession. And 
one major element of that cooperation today is the work of the Ac­
counting Principles Board, which we have supported right along, and 
our presence here -- comment here -- means that we expect to continue 
that effort toward a solution of what I’m sure everybody here real­
izes by this time is a complicated problem.
So that’s the broker-dealer element. We still have a prob­
lem there.
There are in process three audit guides, one in the broker­
dealer field, one for life insurance companies. We commented on 
that, and the American Academy of Actuaries has commented on that, 
and I understand that one on fire and casualty is in the works.
Someone mentioned this morning as to whether there was any 
urgency about this work we’re doing. It was suggested we could Just 
lay it on the shelf and let it simmer. Well, my reaction to that is 
this. We seek the help of the Institute -- the Audit Committee’s 
and this Board's -- to solve problems that come before us daily. We 
have registrants in all of these fields that I have mentioned.
The problem is a key problem, and brokers and dealers and 
insurance companies are the two classes that have taken up the great­
est part of the time here in this discussion, and of course we would 
like to see a solution. We don’t see how those three audit guides 
can be an adequate guide for the profession if we can’t solve this 
key problem that is present in all three.
That’s my answer to the question of urgency. I don’t mean 
that we should rush something through without adequate consideration, 
but I don’t think we should let it go till next year, or whenever.
So these three permeate another area which has been brought 
up time and again, and that’s the holding company or, if you want 
to call it, the conglomerate holding company; and we have heard a 
great deal of the impact of all of these on the accounting, in the 
accounting of these companies, of the holding companies’ problems.
So that, again, is an urgent one, because we are getting criticism -- 
the profession is getting criticism -- about the ways accounts are 
presented.
I have one further comment before I expose myself to cross- 
examination. I have heard quite a little discussion here about what 
you can value, and we have used the terms "equity securities" and 
"marketable securities" indiscriminately. I think Professor Nelson 
was a little more precise than some others in talking about securi­
ties that are readily marketable with quotations, and others which 
might not be in that category, but still would be classified as 
equity securities.
We have published releases in the investment company field 
because of the difficulty in the latter group, and we also, in con­
nection with one of those releases, agreed with the Audit Committee 
that a certain type of qualification was appropriate in certain cases. 
That leads me to the question: Are we headed for a deluge of subject- 
to-certificates in all of these areas we have been discussing?
As a matter of interest, I picked up a magazine to bring 
along and read. This happens to be Accountants Magazine, the April 
issue, the publication of the Scottish accountants, and it has a 
little article here, "Practical Problems of Share Valuations". It's 
quite pertinent to the whole discussion we have had for the last day 
and a half.
That’s all I think I have to say, Mr. Chairman.
CHAIRMAN CATLETT: I think we all realize that there may 
be certain limitations with respect to what you may feel you can 
answer, and so I think the best way to proceed is to express the 
questions that seem to come to our minds and we would like to dis­
cuss, and if there is any limitation as to what you feel you want 
to comment on, please say so.
As we have discussed during these last two days, the big­
gest single problem is undoubtedly in the insurance industry, and, 
of course, in that industry equity securities have been carried at 
market value for many years. Do you see any reason why the Account­
ing Principles Board should not support the continuance of carrying 
those securities at market value in the balance sheet?
MR. BARR: No, I don’t see any reason.
CHAIRMAN CATLETT: Then, of course, if they are carried 
in the balance sheet at market, we come over to the other side of 
the problem, the income statement, which has been discussed so much 
during the hearings. You have heard all of this discussion and the 
various alternatives. Do you have any preferences or any comments 
that you would like to make, as among the various alternatives in 
the insurance industry?
I think we might at the moment limit our discussion to 
the insurance industry, which may be a little different from some 
of the others. Are there any comments that you could make at this 
time as to which alternatives you might prefer, and why?
MR. BARR: Well, I think we have indicated in the memo­
randum that we would go for recognition of realized gains in the 
income statement, but not unrealized gains.
CHAIRMAN CATLETT: Do you feel that it’s consistent to 
carry securities at market value in the balance sheet, and put only 




MR. BARR: It’s a nice problem of theory, I feel willing 
to grants but I think there are some practical problems if you 
start throwing around unrealized gains and losses in portfolios, 
which have all been brought out in the discussions in the last day 
and a half.
CHAIRMAN CATLETT: What is your reaction to the managed 
earnings problem? You are well aware there have been cases of par­
ent companies -- with insurance subsidiaries -- where equity secur­
ities have merely been switched from one to another, to create real­
ized earnings, which have been picked up and put in the parent com­
pany's earnings per share. As several speakers have indicated, 
there are in individual companies with hundreds of millions of dol­
lars of unrealized gains, just waiting -- I don't mean anything 
improper by this -- but at least it's available for switching or 
sale to create earnings, which can be put in the insurance company's 
net income and on up into the parent company's.
In the insurance industry as a whole there are undoubtedly 
many billions of dollars of unrealized income of this type. Do you 
feel that that's a desirable type of accounting, and in the best 
interests of the investors of this country?
MR. BARR: That's a hard question to answer. I have heard 
all of this discussion. It may be that we're not getting the best 
disclosure we should get in the holding company situation. Certain­
ly it's possible to disclose the existence of the unrealized appre­
ciation or depreciation. I don't think that's the question.
So the next question, of course, is: Do we combine the 
two figures of realized and unrealized, and bring them into the 
accounts in some fashion? And one reason I'm here is to listen to 
the arguments and see whether we can get an answer to that question. 
I'm not going to commit myself to one answer at this moment. The 
purpose of this is to explore the problem and see if we can get a 
better answer than we are living with now.
CHAIRMAN CATLETT: Yes.
MR. BARR: And I think that would express the Commis­
sion's views. They are not closing the gate to consideration of 
everything that comes before this symposium today.
CHAIRMAN CATLETT: We do not want today to push you into 
any answers or conclusions beyond what you might care to give.
MR. BARR: I don't think I can go beyond that at this 
point.
CHAIRMAN CATLETT: Staying with the insurance industry 
for the moment, what is your general reaction to the supplemental 
statement? As has been discussed here, some people feel that the 
securities gains and losses are part of the insurance business, 
and some time or other ought to go through the income statement. 
Do you have any thoughts on the supplemental approach, or are you 
inclined to think it ought to go through income at some time or 
other?
MR. BARR: Let me give you my impression of what I have 
heard here. There is an analogy drawn here in this method of re­
porting to Article 6 of Regulation S-X, which governs investment 
companies’ disclosure. I have heard debate all around this yester­
day -- all day -- as to whether the management of the portfolio is 
a separate and distinct investment company operation, or whether 
it’s part of the insurance business, and I think the arguments are 
going to have to be weighed to see who has the best description of 
what is the insurance business before you can really come to an 
answer as to whether the investment company approach is appropriate 
or not.
I'm sure everybody behind me and in front of me heard all 
of this debate on both sides, so I don't think I want to pump for 
an answer. Superficially, it might look one way, and then debate I 
heard yesterday would suggest, maybe, that it isn’t that way at all.
CHAIRMAN CATLETT: Do you have any particular reaction as 
far as extending the market value to equity securities in industry 
generally -- manufacturing companies, merchandising companies, etc. 
where it has not been customary to carry securities at market value, 
as it is in the insurance industry. Do you have any particular 
feeling one way or the other as far as extending the market value 
approach in this way?
MR. BARR: That's where I suggested that maybe we have 
to classify the investments as to the purpose, and the holding per­
iod, maybe, will have a bearing upon what we do with it, and the 
type of securities that are held. Maybe we don't have a complete, 
across-the-board solution on a market basis.
CHAIRMAN CATLETT: But you are not necessarily adverse 
to considering reporting market value, at least in some situations?
MR. BARR: I'm not closing the gate on any serious con­
sideration of the problem, but I would hope, before we got through, 
that we would have some agreement on what is the best way to do it.
MR. HARRINGTON: Do you have the feeling, looking ahead -- 
it well may be a temporary resolution -- with reporting by the 
broker-dealers, that we have taken a step down the way toward mar­
ket value ?
MR. BARR: Well, here is where I bring in the difference 
in the type of business you are dealing with. I think a broker­
dealer is an animal all by itself, and it's got to be dealt with by 
itself, without, necessarily, bringing the broker-dealer into an 
ordinary enterprise. And I think we have to meet the problem on the 
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basis of what it is they are doing, what kind of business they are 
running. And it’s before us, because of the incorporation of bro­
kers and dealers, and the impending sale of their securities to 
the public.
MR. HARRINGTON: I see a great deal of similarity in the 
problems of the broker-dealers and the insurance industry. The 
broker-dealers do have a trading account, but that isn’t really 
where the problem is. It’s on their long-term investments, I would 
think, that a resolution that applies properly to the insurance in­
dustry should also be the answer to the broker-dealers.
MR. BARR: This is where the hangup came on that first 
case that we threw to the broker-dealer committee, and the facet of 
it that you are talking about, I understood, went to the Board with­
out a solution. It was part of this larger problem.
Well, that's the slow-moving one, on your special situa­
tion -- investment for long term -- that has to be resolved. The 
trading account is no problem.
MR. HARRINGTON: I think it went to the Chairman of the 
Board.
MR. BARR: That’s what I understood.
MR. DEFLIESE: Mr. Barr, you have seen the growth of the 
number of conglomerates in recent years that have as a piece of 
their action, so to speak, the management of a portfolio. Do you 
feel that the accounting for these portfolios should be any differ­
ent than, say, an insurance company?
MR. BARR: Well, I think most of them that we have seen 
have been a little different than an insurance company. They are a 
heterogeneous lot of investments, in most cases.
MR. DEFLIESE: Yes.
MR. BARR: And I don’t think we can necessarily sweep them 
under one rule, until we study the problem further.
MR. DEFLIESE: Of course, we have also seen that in some 
instances they have recognized market, and in other cases they 
haven’t. I assume you feel that there ought to be some one way of 
dealing with that.
MR. BARR: Well, I would hope that when we got through 
with this, we would have such a solution. The purpose of the Board, 
as I understand it, is the same as ours: to narrow the areas of 
difference on accounting matters. This is certainly one that needs 
a solution.
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CHAIRMAN CATLETT: I might ask Just one further question 
which might be helpful to us. From where you observe all these 
cases, the broker-dealers and the insurance industry and the parent 
companies of each of those that represent a practical problem today — 
are there any other areas that you feel are of the magnitude of 
those that you have seen?
MR. BARR: Well, we can’t leave out the banks. We had 
some agreement on the bank situation two years ago. Mr. Norby re­
ferred to that, I believe, this morning. We thought we had an 
understanding, but it’s still simmering, I judge, from some remarks 
that I have heard.
CHAIRMAN CATLETT: Yes.
MR. BARR: That comes into this area of smoothing, or 
averaging. If I am not mistaken, in the banks it was only a matter 
of averaging realized.
CHAIRMAN CATLETT: And only on bonds.
MR. BARR: So that is a field in which I would hope we 
have a solution. But I judge from some of the conversation, maybe 
not.
CHAIRMAN CATLETT: Well, they may well be dealt with 
separately. If the Board should end up issuing an Opinion on mar­
ketable equity securities, the bank problem is one that the Insti­
tute may need to look at again separately.
MR. BARR: Well, there was some suggestion this morning 
as to whether you could deal with equity securities alone, and not 
go down to convertible securities, convertible debts, and on down 
the line in the investment portfolio.
CHAIRMAN CATLETT: Would you have any particular objec­
tion if we dealt with marketable securities as one step?
MR. BARR: No, I’m willing to go one step, if we can 
get in step. [Laughter]
MR. LEONARD SAVOIE: I’d like to clarify something that 
you mentioned on stock brokerage firms.
I believe you said the distinction was between trading 
securities and investment securities, and my recollection of that 
solution was just a little bit different, and I think we ended up 
rejecting the idea that investment securities not be carried at 
market because of the possibility of moving them back and forth -- 
the identical security -- simply to classification called "invest­
ment” rather than trading.
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I thought that the division between those recognized in 
income and those below the line was between readily marketable 
securities and those not readily marketable.
MR. BARR: Yes, that is right. There were a lot of com­
plications in that case. We had a situation there in which the 
same security was found in three categories on the balance sheet. 
The question was -- part of what you mentioned -- the possibility 
of which category it was going to land in; and it isn’t going to 
stay there very long. And that’s still a problem.
MR. SAVOIE: But wasn’t it the same security, if it was 
in the trading account and carried at market there -- wasn’t it 
also carried at market?
MR. BARR: Yes. It was.
MR. HARRINGTON: Well, in the income statement, the in­
come statement included realized and unrealized gains on marketa­
ble securities, and the total was added together, and then the 
EPS was shown.
MR. BARR: That was a supplemental disclosure excluded 
from the basic financial statements as a compromise solution, pend­
ing the action of this Board on the problem, as to accounting for 
investments in long-term holdings not readily marketable.
MR. HARRINGTON: And then in another note to the summary 
of income the nonmarketable securities were shown at cost together 
with the management’s estimate of the fair value, and the differ­
ence year by year.
MR. BARR: That was another disclosure, yes. As I say, 
this is a complicated investment situation, and we worked out the 
best solution we could at the time. I know there was a real ef­
fort from the Institute to help us, but it still has to be resolved.
CHAIRMAN CATLETT: Well, Mr. Barr, I would like the record 
to show that we on the Accounting Principles Board appreciate very 
much the cooperation of you and your staff in our effort.
MR. BARR: Maybe I should introduce Mr. Mickelsen, in 
case he hasn’t met everybody here. Will you stand up, Walter?
Mr. Mickelsen is the Chief Accountant of the Division of 
Corporation Finance, and he’s the one on the firing line.
CHAIRMAN CATLETT: Thank you very much. Is there a rep­
resentative of the American Appraisal Company here?
MR. ROBERT EMMETT: My name is Robert Emmett. I’m Presi­
dent of Standard Research Consultants, a division of The American 
Appraisal Company.
We have already submitted a position paper on the subject; 
and from the paper it can be noted that our particular position re­
lates to the valuation aspect; rather than the accounting treatment 
aspect, although I will have some brief observations on what we 
think should be pertinent data as it relates to financial reporting.
We think that reporting market value of investments in 
common stock -- equities -- as well as other types of investments 
is a step in the right direction. There are many times when the 
balance sheets of companies do not fully reflect the true value or 
financial position of the company, because costs may be substan­
tially different from respective market values.
On the other hand; I don’t think we ought to lose sight 
of the fact that cost data; to the analyst or interested reader of 
financial statements; is virtually just as pertinent as market 
values. It seems to me that the identification of the basic his­
torical cost versus market value gives a fairly good indication as 
to what a company has been doing with its investments; how it has 
been faring with its investments.
Problems in valuation exist; even though this particular 
hearing relates primarily to marketable common stock securities -- 
and by "marketable" I assume that we are talking about securities 
that have already established public markets. While in many cases 
you can take the number of shares involved and multiply it by a 
market price as of a given date and establish a market value; there 
are many other cases where you may have substantial blocks of 
stocks, where you may incur pressure on the market; and the actual 
value of that specific block may be worth less than the so-called 
multiplied-out price or value.
There are cases, too, where there might be a control 
element involved; even though you might be dealing with something 
less than 20 percent of the equity of a company.
Then you have the problem: Well; what is that element 
of control worth? It seems to me that market value should reflect 
whatever the element of control is worth.
Then you have restricted securities. You may be dealing 
with unregistered stock of a publicly traded corporation; or they 
may be subject to investment letter. These are all factors which 
might be taken into consideration before you can set forth the 
market value of those securities on a company’s statement.
These are just some of the problems.
In other cases you might have over-the-counter securities, 
or even securities which are traded on a national exchange where 
trading is fairly inactive. Is the price applicable to those secur­
ities, then, actually representative of the so-called market value? 
It may not be. A study would have to be made to determine whether 
or not it is representative of market value.
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Or you may be dealing with a situation where a stock can 
be moving along at a fairly normal type of level, and then all of 
a sudden it peaks for some reason or other. Maybe there was a mer­
ger rumor of some type, or some other type of rumor, and once the 
rumor peters out, down comes the price again to its normal level. 
Suppose the valuation date falls out in that peak period. What do 
you do then? Here again you have to examine the situation behind 
that peak to determine whether or not you can use those prices with 
validity to determine market value in a given situation.
You may have valuations involving closely held corpora­
tions which, in a sense, do have certain market values, but as this 
hearing does not relate to that type of security, we won't get 
involved in that.
Now, I have heard quite a bit since I have been here -- 
since my associate has been here -- about how to best handle the 
presentation of market values, particularly in the income statement. 
We have adopted no position whatsoever in that regard, but we do 
feel that, regardless of the form of reporting, interested reviewers 
of financial statements should have cost and market value data. 
They should have data relating to realized gains and losses on a 
pre-and-after-income-tax basis. There should be data relating to 
unrealized gains and losses, on a pre-and-after provision for income 
tax basis.
My own feeling is that when we are dealing with commercial 
and industrial enterprises these should not be reflected in the in­
come figures. They should be on an after-net-income basis or on 
another statement, as was advocated by a number of people.
The task that you people have is unenviable, because you 
not only have the accounting treatment problem, but you do have 
valuation problems. And with that I'll await your questions.
CHAIRMAN CATLETT: Do you feel that it's possible to 
value almost any security well enough for accounting purposes?
MR. EMMETT: Yes, you can.
Now, our Company has been in the business for forty years. 
Formerly we were a subsidiary of Standard & Poor's Corporation, and 
we are now a division of American Appraisal since May of ’69. We 
still have operating resources available to us of Standard & Poor's. 
Over these years we have been involved in all types of value situ­
ations for tax purposes and business purposes, and there are set 
procedures, valuation techniques, and so on, where you can value 
virtually any security.
CHAIRMAN CATLETT: What would you estimate would be the 
range of variation between different experts in valuing a nonmar­
ketable security? Have you any estimate at all on that? Obviously, 
different people might come up with a different answer, as happens 
in all appraisal type activities. Of course, what I’m trying to 
ask is: Would there be quite a range or not?
MR. EMMETT: I would say there could be quite a range. 
Here it depends on the purpose and the objectivity of the appraisal. 
It seems to me that if there is a central purpose, and all apprais­
ers, let’s say, are equally well qualified, there could be a fairly 
close relationship between What the appraisers come out at. Usu­
ally in a number of these appraisal situations you will have one 
appraiser representing one side and another appraiser representing 
the other side, and while they are as objective as possible, they 
still have something else to work for.
CHAIRMAN CATLETT: Well, it has been alleged -- at least, 
sometimes -- that you might get a different answer if you value 
securities for estate tax purposes as compared to valuations for 
purposes of sale. Those are different purposes. And does that 
sort of thing get involved in these matters?
MR. EMMETT: Yes. Value can be different for different 
purposes. If you are dealing with a minority, noncontrolling inter­
est, and you are dealing with a going concern situation, where there 
is no thought of liquidation or sale, and the like, that value could 
be different than if you were dealing with an actual sale. And when 
you are dealing with an actual sale, you evaluate all of the earn­
ings and assets that apply to that particular company.
Now, there may be times when a company may have so-called 
hidden assets, such as land values and the like. On sale those 
assets would be reflected, whereas when you are dealing with a 
minority noncontrolling interest where the owner of a specific 
block of that type has no access whatsoever to those assets, then 
that value would not be reflected.
CHAIRMAN CATLETT: Thank you.
MR. EMMETT: Thank you.
CHAIRMAN CATLETT: American Institute Committee on Stock 
Brokerage Accounting and Auditing?
MR. S. LELAND DILL: My name is S. Leland Dill, and I'm 
the Chairman of the American Institute Committee on Stock Brokerage 
Accounting and Auditing. I have been asked to present the views of 
the members of the Committee with respect to marketable securities. 
I think a word of background is appropriate here.
In the first place, as I know you have heard, the Commit­
tee is -- in the process of revising the audit guide for brokers 
and dealers. In dealing with this revision, the very important 
accounting question of how to account for securities and securities 
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transactions comes up, and in order to deal with this and present a 
solution to the problem in the audit guide, the Committee last year 
convened to obtain the intent of the Committee members as to how to 
consider these issues.
For the purpose of this consensus the securities and 
financial statements of stock brokers and dealers were categorized 
in two categories: first, trading securities; second, investment 
securities. Further, the question of marketable and not readily 
marketable securities came up.
In the first classification, trading securities, the gen­
eral practice is that these securities are readily marketable. In 
the second category, investment securities, there are marketable 
securities held for investment by brokers and dealers, and there 
are securities that do not have a ready market.
In the first situation, the trading securities, the gen­
eral practice in the industry for as long as I can recall has been 
to carry these securities at market value.
Now, an idiosyncrasy of the industry is that up until 
very recently all of the securities brokers and dealers were pri­
vately owned, and the financial statements that were audited were 
generally a balance sheet -- no income statement. People had not 
focused on the question of unrealized appreciation or depreciation 
in the financial statements, because, for one thing, income state­
ments were not generally available to the public. Recent events, 
incorporation and the offering of securities to the public, made 
the Committee focus on the question of the income statement, and 
how to classify the unrealized appreciation change in securities 
during the period.
The consensus of the Committee -- unanimous; there are 
eleven members -- was that marketable trading securities should be 
carried at market value in the balance sheet, and that the period 
change -- in unrealized appreciation and depreciation should be 
run through the income account.
As to the second category, investment securities, the 
Committee recommended that marketable investment securities be 
treated the same as marketable trading securities; that is, car­
ried at market value in the financial statements; the period 
change and unrealized appreciation or depreciation be run through 
the income statement.
The third category, securities that are not readily mar­
ketable -- the Committee felt that there could be a fair value 
attributed to these securities, and that the period change and 
unrealized appreciation or depreciation resulting from the fair 
value attributed to these securities should be included in the 
income statement also.
The last two recommendations were not unanimous. One 
member felt that in the case of investment securities, both mar­
ketable and not readily marketable, the cost basis should be used, 
market value disclosed parenthetically, fair value disclosed
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parenthetically but on a cost basis it would be only realized gains 
and losses that would flow through the income statement.
Another member took exception to the fair value concept, 
and felt that the not readily marketable securities should be car­
ried at cost, and that only realized gains and losses should flow 
through the income statement.
At that time, or immediately thereafter; we prepared a 
position paper and submitted it to the members of the APB; as a 
matter of fact; I guess, the members of the Subcommittee of the APB 
dealing with marketable securities.
Now, the Committee felt that it was important for brokers 
and dealers to reflect marketable securities and market value, and 
to report the securities change and unrealized appreciation and 
depreciation in the income statement, because it reflects a measure 
of performance for the period under review; that is, the broker’s 
basic business is to buy and sell securities, and his decision to 
buy, decision not to buy, decision to sell, decision not to sell, 
could be appropriately measured by the market value concept. The 
same reasons hold true for fair value, although it is recognized 
that there may be situations where fair value, without a proper 
definition, is difficult to determine. There are mechanical prob­
lems which are recognized.
Reference was made earlier to an Accounting Series Re­
lease of the SEC, 118, where recognition is made of the difficulty 
in valuing securities that are not readily marketable, and there 
was acknowledgment of the fact that there may be qualified account­
ant’s reports where a material amount of not readily marketable 
securities is carried at fair value in the basic financial state­
ments .
Now, those who argued against the fair value concept and 
the marketable concept for investment securities felt that brokers’ 
financial statements would be distorted -- the income would be 
distorted -- in periods of market change when the intent was not 
to sell securities for a long period of time; in other words, hold 
for long-term investment. And the argument was -- or is -- that 
in this type of situation the income account would be distorted by 
the periodic change in market value.
Those that felt that fair value was not appropriate were 
concerned about the same point, and also concerned about the pos­
sible inability to obtain a fair value, one that could be audited.
The present situation is that the Committee has made its 
recommendation. The revised audit guide has been drafted. It now 
contains these recommendations, the proposals of the consensus of 
the Committee. We’re waiting for the reviews of this hearing -- 
the Subcommittee -- we’re very interested in seeing that a decision 
is made.
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I might add at this point: There are -- and mention was 
made of this a little earlier -- there is a pressing need for ac­
tion. We have had several broker-dealers offer their securities 
to the public. We expect there will be more. We need a solution 
to this problem.
CHAIRMAN CATLETT: I realize that your comments and the 
work of your Committee is related primarily to brokers and dealers, 
but during your discussions have you given any consideration at all 
to whether brokers and dealers have characteristics that might be 
different from insurance companies or other types of companies that 
might have a portfolio of securities? In other words, are brokers 
and dealers unique in any particular fashion, in a way the Board 
ought to consider?
MR. DILL: Well, in the first instance, the broker-dealer -- 
in some cases, his inventory is securities, and he offers the in­
ventory to the public on a daily basis. These are the marketable 
securities, the marketable trading inventories that I spoke to be­
fore. I think that might be somewhat different than the portfolio 
of securities in an insurance company.
The second category, the investment securities -- I think 
the situation is analogous to an investment company and a mutual 
fund -- closed end or open end -- and I think it also is analogous 
to the insurance company portfolio.
PROFESSOR HORNGREN: If investment securities are analo­
gous to mutual fund and insurance company portfolios, did your Com­
mittee consider the alternative of the yield approach to those in­
vestment securities?
MR, DILL: Alternative considerations were discussed. We 
did not at any time, in my memory, discuss in great depth some of 
the proposals that I understand have been advanced here in terms of 
yield, in terms of averaging market value over a period of time. I 
think the feeling within the Committee membership that the market 
value concept was -- that a proposal that had to be considered, as 
compared to historical costs -- and at least in my memory, no direct 
consideration or any extended discussion was held on the yield or 
the averaging concepts.
PROFESSOR HORNGREN: Have you been here?
MR. DILL: No. I’m sorry. I have not, but I---
PROFESSOR HORNGREN: Well, despite that, let me ask this 
question [laughter]. Do you think that if the yield approach were 
supported by the Accounting Principles Board, investment securities 
of stock and brokerage companies and mutual funds should be accounted 
for in similar fashion? After all, they are subject to the vagaries 
of the marketplace in one year only, and they too are in the business 
for the long run. Why should insurance companies get yield
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approaches for their portfolios, while mutual funds and investment 
securities held by brokerage companies be subjected to year-to-year 
yo-yo effects on their performance?
MR. DILL: It sounds like you almost answered your own 
question. [Laughter]
MR. HARRINGTON: Can I interrupt? Because I think the 
parallel of mutual funds and broker-dealers -- I don’t think that’s 
a fair parellel, or to say that their portfolio has the same pur­
poses as an insurance company’s.
PROFESSOR HORNGREN: He made the parallel. That's why I'm 
asking him the question.
MR. DILL: Well, I would agree that there are situations 
where the investment account or accounts of the broker-dealer are 
not analogous to the mutual fund. These situations would be long­
term -- I guess the vernacular is "long-term workout situations" 
with specific companies, whereas the broker-dealer is investing as 
an investment banker and an investment advisor to the particular 
company. So the broker-dealer takes a position in that company and 
works with that company over a long period of time in an effort to 
strengthen the company, and the long-term objective is to provide 
a market for those securities. In that particular situation I don’t 
think the broker-dealers investment account is analogous to the 
mutual fund.
There are situations, however, where the broker-dealer is 
investing in securities that may have long-term implications, but, 
not part of the ordinary inventory -- the inventory that is offered 
to the public every day. I think in those situations there is an 
analogy between the mutual fund and the investment dealer.
MR. HARRINGTON: Well, no, excppt that I'd like to make 
the point again that a mutual fund does not generate net income. 
Their shares are traded on the basis of realizable value on a day- 
to-day basis, and the accounting there has been established for 
years, notwithstanding that we have historical cost accounting gen­
erally for investment securities.
So I think it’s a different animal; that is, an open-end 
mutual fund.
MR. BEVIS: Chuck asked half of my question. The other 
half would be: I noticed your Committee said the period change 
should be run through the income account. Did your Committee con­
sider this two-statement form of presentation that has been advo­
cated, for example, for insurance companies?
MR. DILL: No, if I understand what you mean by the two- 
statement form.
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MR. BEVIS: Excuse me. You weren’t here. They run in­
vestment income through the normal income statement, and have a 
separate statement dealing solely with capital gains and losses, 
both realized and unrealized, and in some cases not even unrealized.
MR. DILL: That was considered and rejected by a consensus 
of the Committee.
MR. BEVIS: For any particular reason?
MR. DILL: I think the feeling was that there was very 
little difference between the investment securities and the trading 
securities in terms of the performance measurement by the broker­
dealer.
MR. HARRINGTON: Do you consider that a broker-dealer is 
in two businesses?
MR. DILL: I don’t consider that he’s in two businesses. 
I think he may have two functions in the securities business, one 
function as a dealer -- a broker -- and another as an investment 
banker.
MR. DEFLIESE: By that you mean underwriting?
MR. DILL: Yes.
MR. HARRINGTON: Well, in holding positions, as an investor.
MR. DILL: Yes.
CHAIRMAN CATLETT: But your position, as I understand it, 
is that even though there are two different phases of the operation, 
your Committee believes that it’s all part of one overall business, 
and all the gains and losses should be included in the income state­
ment.
MR. DILL: That is the belief of the Committee, yes.
CHAIRMAN CATLETT: Thank you very much.
The National Association of College and University Business 
Officers?
MR. GILBERT L. LEE, JR.: Mr. Chairman, we propose to have 
a joint presentation of the National Association with the American 
Institute Committee on Auditing for Colleges and Universities. So 
we have two parallel statements. Our positions are similar.
CHAIRMAN CATLETT: All right. Do you want to give your 
name for the record?
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MR. LEE: My name is G. L. Lee. I’m Vice President of 
the University of Chicago, and Chairman of the Accounting Principles 
Committee of the National Association of College and University 
Business Officers. Our Association represents some 1,600 or 1,700 
colleges and universities in the United States, and includes all of 
the major colleges and universities in terms of size, and certainly 
all of those that would he primarily affected by any change in the 
accounting for marketable securities.
We included all of the points, I believe, in the paper 
which we submitted. Therefore, my statement will be relatively 
short, and I’ll just attempt to touch on some of the high points 
and things that are of great concern to us.
We feel that colleges and universities are a completely 
different kind of problem in this regard than are commercial enter­
prises, and the kinds of problems that have taken most of the dis­
cussion in these hearings. We do not have stockholders to report 
to, and we do not have income in the common terminology. We do, 
of course, have what we call a revenue statement, which includes 
the statement of revenues, and expenditures on behalf of the in­
stitution’s operations.
With regard to the reporting of marketable values on secur­
ities, we do favor what’s been termed here as full disclosure. We 
do prefer, however, to go beyond a historical cost basis with re­
gard to the book value, and under our accounting principles on a 
long-established basis we do report on the balance sheet the market 
value of all of our holdings, both those listed and those that are 
not listed. We feel that this is a more appropriate and more full 
disclosure.
Our largest concern comes with regard to the consequences 
of moving to a market value with regard to the handling of income 
from unrealized or realized gains and losses. This, with regard to 
nonprofit institutions, was not at all clearly spelled out in the 
material that we have seen, and we believe that our greatest con­
cern comes in the problem of how this would be handled and disclosed. 
As the gentleman from the American Accounting Association indicated 
this morning, our treatment of income is considerably different 
than is the practice in the commercial enterprise, and the word 
"chaos", I believe, is a very appropriate one, if the realized gains 
and losses and unrealized gains and losses were included, and some 
of our trustees or administrators concluded that these were expend­
able; and this has the kind of implication that does worry us.
So these, primarily, Mr. Chairman, are the major points 
that concern us, and we affirm the position we had in our paper, 
that we would oppose this change on behalf of colleges and univer­
sities without considerable further clarification and discussion of 
the other part of that entry.
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CHAIRMAN CATLETT: Do you want to have questions at this 
time ?
MR. LEE: I believe we would prefer to have both state­
ments, if we may, Mr. Chairman.
MR. DANIEL D. ROBINSON: My name is Daniel Robinson, and 
I’m Chairman of the Institute’s Committee on Accounting and Auditing 
for College and Universities.
This Committee, as you know, has been working since Octo­
ber, 1969 on the preparation of an audit guide for colleges and 
universities -- that is, for the use of practitioners in the field -- 
and to provide, perhaps, for the first time some kind of authorita­
tive literature that would be binding on accountants in public 
practice, despite the fact that there has been official literature 
of the industry in existence for at least 35 years.
In approaching this particular problem, as we have all 
other problems that the Committee has been working with, we have 
tended to start from the posture that was set forth in the litera­
ture that is in use and has been revised as recently as 1968, and 
then have gone as far away from that position as we could imagine in 
order to argue as many different sides of this issue as we could.
I reported to your Committee the results of our last offi­
cial discussion in terms of a consensus of our Committee, and while 
there are differing points of view, one of which was submitted to 
you separately, the majority of the Committee did believe that the 
current practice, which is one of the few almost uniformly followed 
accounting practices in higher education to carry investments at 
cost with parenthetical notations as to market values where they 
are applicable, is something that we would recommend continuation of.
We also would recommend, and are discussing with members 
of the industry, if you will, types of additional disclosure which 
would answer questions that might arise for the undifferentiated 
reader of these statements as to the investment performance of the 
governing board, so that changes in both cost and market of the 
individual funds of the institution might be shown as a footnote or 
supporting schedule to the financial statements.
I would like to dwell for a moment on something else. 
The differences here between nonprofit and profit-making organiza­
tions are extreme. Within the nonprofit field itself, colleges and 
universities do have a somewhat unique position, as compared with 
other nonprofit organizations. I think in that respect it would be 
as unrealistic to say that all nonprofit organizations are the same 
as it would be to say that all profit-making organizations are the 
same.
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In that regard, there has been a great deal of interest 
in the last few years in the whole question of the treatment of 
gains and losses on certain invested funds, particularly so-called 
endowment funds. There has been a great deal more interest in the 
whole area of the concept of total return and the possible use of 
portions of realized gains as well as some discussion about unreal­
ized gains. There are many legal as well as accounting questions 
that need to be resolved.
There is newly formed an organization which is providing 
some new investment mediums for small colleges, which I understand -- 
this has nothing to do with our Committee, but, I understand, is 
possibly going to be a source of funding of research into the field 
to learn more about what the effect of various investment and account­
ing policies would be on such institutions.
So, again, in our paper to you we recommended that further 
study in this area be encouraged, rather than a precipitous change.
That’s my statement. If you have any questions--
CHAIRMAN CATLETT: Do you want to briefly distinguish 
between endowment funds and other funds, in so far as the account­
ing is concerned? I realize there are legal questions as to whether 
increment and principal can be used for expenses, and so forth, 
which may depend on legal considerations, but just from an account­
ing standpoint, are there differences between endowment funds and 
other types of university funds that will have a bearing on whether 
or not the accounting should be on a fair market value basis?
MR. ROBINSON: Well, there are differences at least in 
intent, if not in legal construction, to the extent that the account­
ing treatment for at least 35 years of these funds -- what we call 
endowment and similar funds -- has tended to follow the practice of 
trust accounting. These are not trusts in the legal sense, but the 
display of information created by trust accounting has been con­
sidered more useful and relevant to the boards than would be normal 
commercial accounting.
When you get into the question of, let’s say, two differ­
ent generations at issue; which one do you serve, as the governing 
board, the present one exclusively, the future exclusively, or some 
kind of balance between the two? So that there is something like 
a life tenant and a remainderman.
The kind of investments that your Committee is considering 
would generally be held in the endowment and similar fund area. That 
is, the larger part of this would represent investment of endowment 
and similar funds. At the present time realized gains and losses of 
such investments are not treated as income, and it would seem, if 
unrealized gains and losses were accounted for, they would not be 
treated as income, at least in any initial sense, but would be 
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treated as principal transactions. That issue is something that 
our Committee, while being slightly split, if you will, on the 
subject of market values, is unanimous with respect to -- the treat­
ment of gains and losses on endowment and similar funds.
CHAIRMAN CATLETT: For legal or accounting reasons?
MR. ROBINSON: We, I believe, have come to the conclusion 
that it is the preferable accounting treatment, irrespective of the 
confusion in the law. If there is a legal confusion, there cer­
tainly is not an accounting confusion.
CHAIRMAN CATLETT: My question is whether capital gains 
are disposable income. That gets into the legal question, I assume.
MR. ROBINSON: But it also gets into, perhaps, the intent 
of the donor in giving you the funds; the practice over a period of 
many, many years the institution has been following; even whether 
or not the donation of an endowment fund would have been made in 
the first place had it been known that gains would be taken into 
income; and the like. The weight of practice across the country 
for many, many more decades than there have been any pronouncements 
has been of this sort.
Now, as I said before, there is a growing interest in the 
treatment of -- or let’s say, of taking certain realized gains into 
income; but so far as we can determine, in all cases -- or at least 
in predominant cases -- the so-called formulas have been budgetary 
expenditure limitations, rather than income determination formulas.
That is, they set limits on what the governing board is 
willing to spend, rather than defining income on a yield basis, as 
has been discussed earlier.
CHAIRMAN CATLETT: I understand. What do you mean by 
funds similar to endowment funds? Funds that are not technically 
endowments, but are treated as though they were?
MR. ROBINSON: Yes. These are funds that are function­
ing as endowment by instruction of the governing board, rather than 
endowments in a legal sense.
CHAIRMAN CATLETT: They could treat them otherwise?
MR. ROBINSON: They could treat them otherwise, if the 
governing board so elected to do. The representation in the finan­
cial statement, as of the balance sheet date, is of the governing 
board’s intention not to spend this money.
PROFESSOR HORNGREN: I would like to ask whether you have 
any opinion, pro or con, concerning the moving average market method 
that was advocated here late yesterday by the Southern Baptist Con­
vention and Professor Morris.
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MR. ROBINSON: I wasn’t present yesterday, but our Com­
mittee did, however, review some material put out by the American 
Economic Association. I believe it’s probably the same kind of 
concept, if not the same calculation. And we think, although we 
haven’t voted on that specific issue, that generally there is some 
merit in examining that kind of thing.
And speaking personally at this point, if that's a fair 
thing to do, I would say that there would seem to be more promise 
in something of that sort, rather than a straight market value 
method. But I think the thing is that, because of the upheaval 
and revolution going on in investment management and even in re­
porting practices in the institutions today, there is too much we 
don’t know. As a matter of fact, to at this late hour put a little 
bit of levity into a rather serious meeting, I would say that, in 
terms of disclosure, while most of the people here have been con­
cerned about the effect on the income statement, colleges and uni­
versities would more likely have to respond to questions as to 
whether or not they have invested in any companies that have so­
cially acceptable -- or unacceptable -- policies, or investments 
in Vietnam. Those are the questions that actually do come up when 
financial statements are presented to students and faculty.
PROFESSOR HORNGREN: Well, faculties are also subject to 
budgetary pressures, like no salary increases, so they too are 
interested. [Laughter]
I would like to ask whether your receptive attitude to­
wards this moving average approach is due to the fact that you 
seek stability in income as an objective of income measurement.
MR. ROBINSON: Not stability of income. Perhaps I may 
be going off the deep end here to some extent, because our Committee 
as such has not discussed this as thoroughly as we have the propo­
sition placed directly before us. However, it would seem that we’re 
still talking about a differential between principal and income, 
and defining what really is income, and there is, I think, a certain 
merit to considering some portion of what does appear in market 
fluctuation as representing a kind of income, rather than strictly 
a distinction -- artificially, if you will -- between principal and 
income.
I’m not sure I have made myself clear on that. In the 
case of a plowback process -- that kind of problem -- that the AEA 
has tried to--
PROFESSOR HORNGREN: Well, Professor Nelson this morning 
discussed some of the problems with respect to the financial man­
agement purpose of income versus income as a measure of overall 
economic well-being, without worrying about the liquidity of that 
income measure, and this is all sort of confused as I read and dab­
ble in this college and university accounting, and I don’t know the 
answer, obviously. I’m just trying to find out whether the moving 
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average market method might provide a suitable basis, given the 
purpose -- the purpose being financial management liquidity oriented 
income.
MR. ROBINSON: I think the problem complicates itself 
even further — I'm not, perhaps, answering your question directly -- 
by the fact that equity investments are only a portion of the total 
portfolio. Not infrequently colleges and universities have very, 
very large investments in real estate, or in anything under the 
sun -- you name it — including some things that have been sort of 
barred from investment on later investigation. And the problem that 
you run into is one of mixing apples and pears, of taking some por­
tion of market fluctuation -- or, let’s say, unrealized market 
changes — adding that to a fund balance which is represented by 
the equity of historical costs, and you get a total which is almost 
worse than what you have now.
It’s bad enough as it is, and I think that just compli­
cates it even more.
By the way, I might say this, that while many people in 
universities are glad that the total return concept has sort of 
loosened up their thinking about investment, almost no one has felt 
that taking unrealized gains or losses into account, if you will, 
has been necessary to achieve that management objective.
MR. HARRINGTON: The total return concept embraces income 
plus capital gains. I assume it also include unrealized---
MR. ROBINSON: No, it does not.
MR. HARRINGTON: It does not?
MR. ROBINSON: No. At least, not to date.
MR. DEFLIESE: Isn’t that because it hasn’t been neces­
sary? There have been sufficient realized gains to achieve a cer­
tain return?
MR. ROBINSON: Well, for one thing, the practice is rela­
tively new. The other thing is that there isn’t any single prac­
tice of total return. I think, if there are twenty-five institu­
tions that are doing it, there are probably at least twenty-five 
different ways of doing it -- maybe even more than twenty-five dif­
ferent ways of doing it -- and in any event, in most institutions 
where it is being done, generally they are only considering real­
ized gains and losses, not unrealized.
However, they are not utilizing the realized gains of 
true endowment funds either. They are using that for expenditure 
limitation and then they are going to other funds, actually, to 
finance the expenditures. They are only using it as a theoretical 
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model of what they want to budget. They are not using it as an ac­
tual recognition of revenue.
MR. DEFLIESE: We realize they can’t touch anything that’s 
legally restricted, but isn’t it true that most educational insti­
tutions rely rather heavily upon the income from their general and 
endowment funds in order to survive?
MR. ROBINSON: I think it would be fair to say, using your 
words exactly, no; that is to say, that less and less -- fewer and 
fewer institutions are depending or are able to depend less and less 
frequently on endowment income to support their operations. All of 
the statistics that have come out of the U.S. Office of Education on 
the national averages and so on, have shown that endowment income is 
such that it’s becoming a smaller portion of the total.
MR. DEFLIESE: I didn’t mean to imply that that was the 
major portion, but, I mean, without those funds they wouldn’t sur­
vive very well, would they?
MR. ROBINSON: It’s conceivable that a given institution 
wouldn’t survive without its endowment income, but another one might 
very well.
MR. DEFLIESE: Consequently, a portfolio manager is some­
what under the gun to invest in income-producing securities, and 
is restrained somewhat from investing in, shall we say, nondividend 
paying equities. And isn’t this, therefore, a case where accounting 
is again influencing investment policy?
MR. ROBINSON: You may be getting at two answers here, 
and it’s a good thing, but let me say this.
While that representation has been made in writing and 
otherwise, there are enough examples -- extreme examples -- of the 
contrary, where institutions -- we’ll say investment managers -- 
had the courage and foresight to realize over the long-term that 
by investing in growth securities, their income would actually be 
higher. This has been demonstrated by studies published all over 
the place. By investing in so-called income stocks, you were sim­
ply cutting short your income growth. And, therefore, there have 
been many institutions who have taken the growth route and produced 
more income.
I think it’s just bad investment management on the part 
of the other institutions.
MR. DEFLIESE: Isn’t it also true that in many cases these 
are the ones that have adopted dipping into the realized gains for 
operations, in order to achieve the overall yield?
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MR. ROBINSON: No, it’s not true. As a matter of fact, 
in the published study that raised this whole issue, the very 
institution that was used as an example of really doing a good job 
of investment management was the one that was furthest away from 
even thinking about doing what you say, and continues to be.
MR. HARRINGTON: There isn’t anything about the total 
return concept that would be inconsistent with either valuing the 
marketable securities at market or using the yield approach, I 
take it?
MR. ROBINSON: It probably would not, although this is 
one of the things that we’re not really sure of.
MR. LEE: I think that’s correct. I don’t believe that 
the valuation on the balance sheet per se would have any effect one 
way or the other.
MR. HARRINGTON: What if you carry it on through the state­
ment, including the general fund, where you then segregate some portion 
of the income from the endowment for general fund purposes?
MR. LEE: In most of the endowment you are restricted 
legally from so doing. At my own institution, for example, we have 
two funds that Mr. Robinson mentioned -- fund groupings -- one 
being what we call the endowment, and one is funds functioning as 
endowment. With the endowment, the principal cannot be expended.
MR. HARRINGTON: I understand.
MR. LEE: And all gains go back to it, and there’s no 
variation from that.
With the funds functioning as endowment, in most cases, 
or after a period of time, the board of trustees are eligible to 
spend a portion or perhaps all of the principal, as well as the 
income, and in this case it makes a difference in both our invest­
ment policy and the manner in which we use the funds.
In some cases we do budget systematically some of the 
principal, so that an endowment fund may very well -- one of these 
kinds of endowment funds -- may very well be expended over a period 
of years for purposes like operations, along with the income gen­
erated by that same fund.
MR. HARRINGTON: I understand some states are passing leg­
islation that would permit some of the capital gain on endowment 
funds to be recognized as income.
MR. ROBINSON: The State of New York has a new not-for- 
profit corporation law which does not apply to education. It does 
provide that at the discretion of the governing board a portion it 
deems prudent of realized gains can be taken in and utilized. It’s 
168
not quite clear what happens when you have losses, although appar­
ently you have to make up the losses if you fall below the original 
corpus of the fund.
In one case where there was an attempt at trying to apply 
this to a university, but it was not applied. It was strictly sep­
arate. But here again the law specifically states "realized gains."
MR. DEFLIESE: Your endowment, you said, influences in­
vestment policy. Could you explain what you mean by that?
MR. LEE: Yes. In the case of the true endowment fund, 
where legally we are unable to spend gains, we go for higher yield­
ing kinds of and more steady types of investment income.
In terms of the other fund, which is called our capital 
fund, we’re really talking about more nearly what’s being commonly 
called the total return concept, where we don’t care whether it’s 
growth or traditional investment income in dividends or interest. 
We’re able to spend either side of it, in most cases.
But even here the total group of funds, for the most part, 
are restricted. In our own case we have about an $80 million total 
group of funds of this nature, of which about $10 million are unre­
stricted, and about $70 million are restricted as to purpose.
MR. DEFLIESE: That wouldn’t be restricted as to the use 
of principal?
MR. LEE: Ordinarily not, that’s correct.
MR. ROBINSON: I might add here that, while Chicago does 
have two pools, most do not; and that in most cases where there 
are pools, at least in our experience, there is a common set of 
investment objectives that cover all endowment funds.
In other words, this changes from institution to institu­
tion, based on the view of the institution. This is an innovation 
at Chicago, and there are innovations elsewhere.
MR. DEFLIESE: Actually, while some don’t break down their 
overall endowment fund, there are quite a variety of situations, as 
to that which would be restricted -- and as to that which would be 
unrestricted?
MR. ROBINSON: Yes.
CHAIRMAN CATLETT: Thank you very much.
This completes the list of speakers that I had. Is there 
anyone here that had planned to speak who was not called on? Why 
don’t we take a few minutes, then, for comments by anyone here? I 
think we might first take anyone here who would like to come up and 
make comments who has not participated up to this stage.
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MR. JOSEPH M. LOWRY: My name is Joseph M. Lowry. I’m 
Chairman of the General Accounting Committee of the Municipal Fi­
nance Officers Association, and also Chairman of the National 
Committee on Governmental Accounting, and a member of the AICPA.
We did not submit a formal statement for two reasons: 
one that we couldn’t arrange for a meeting of our Committee to get 
a consensus of opinion; and the other is that we didn’t feel we 
were too greatly involved. We would be involved only with retire­
ment systems of our members in the cities, counties, school dis­
tricts; and for the most part, when they were organized by directive 
of law they could invest their surplus funds only in securities of 
the United States, the state in which they were located, and sub­
divisions of the state.
So it’s only in recent years that they were allowed to 
invest in corporate securities, and then to a limited extent -- a 
limited percentage of their total portfolio.
So that we feel, and have felt, that we weren’t too great­
ly involved. But our position would be, I know, if we had had a 
Committee meeting, similar to the one just expressed for the col­
leges and by the American Accounting Society; that we would carry, 
as we do -- carry these investment securities at cost -- and do 
show in most instances the market value of those particular secur­
ities.
Of course, we have some real duds in our portfolios, be­
cause we were limited as to what we could acquire, and we have a 
problem now in trying to get rid of some of those in what we call 
a swapping arrangement -- get rid of some of the low producers, of 
low value, and acquire some higher producers. And we, under our 
present system, suffer a loss at the time of the sale of the dud -- 
or the swap, as it’s called -- and there has been discussion with 
the AICPA Audit Committee and with the Governmental Accounting 
Committee of AICPA, of some ways and means whereby that could be 
handled to the advantage of the particular retirement system by 
not showing all of the loss at the time of the sale, or at the time 
of the swap, and I think some sort of conclusion has been arrived 
at with the Governmental Accounting Committee of AICPA, and they 
are reporting -- next Sunday they are having a meeting here -- and 
this General Accounting Committee will be there at that same time, 
and discuss both that question and the discussions before the Board 
today, which I will bring to them.
I have been an auditor here listening to the various 
comments.
CHAIRMAN CATLETT: In the retirement systems of the type 
you referred to, are the benefits influenced by the assets, or are 
the benefits established by law, or in some other manner?
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MR. LOWRY: They are usually established by law, and they 
are mostly -- all that I know of are contributory systems., whereby 
the employee and the governmental agency contribute — not neces­
sarily 50/50, but on some ratio -- and the benefits are prescribed 
by law, not necessarily the result of what the earnings of the port­
folio will produce and the contributions, but the law directs what 
the benefits shall be and one of the problems of those funds is 
that when the legislature meets, there are pressure groups that go 
before it and demand additional benefits, and they are provided, 
but the offsetting resources necessary to produce these benefits 
are not taken into effect.
CHAIRMAN CATLETT: So the benefits are not influenced at 
all by the method of accounting?
MR. LOWRY: Not necessarily. They might be to a limited 
extent.
CHAIRMAN CATLETT: Usually not?
MR. LOWRY: But our position would be, speaking for my­
self and this General Accounting Committee, similar to the position 
of the business officials or business association of the colleges -- 
nonprofit organizations.
CHAIRMAN CATLETT: Your situation is somewhat different 
from endowment funds, where there are legal problems in connection 
with capital and income. Why do you feel in your system you want 
to remain on a cost basis, rather than on a market value?
MR. LOWRY: Well, as you know, there is no profit element 
here. It’s completely a trust fund, because no use can be made of 
the earnings of the portfolio for any other purpose than providing 
the benefits that the law states are available to the retirees and 
their beneficiaries.
MR. DEFLIESE: You referred to losses on sales, or swaps, 
of bonds. How about gains?
MR. LOWRY: Well, that hasn’t been considered a problem.
[Laughter]
MR. DEFLIESE: I can understand that, but right now you 
can buy many bonds below par. At some point you might sell them.
MR. LOWRY: Well, if they could gain -- that is, the 
realized gains could be considered current revenue -- but the un­
realized gains haven’t been considered at any time in any of the 
funds that I know of.
CHAIRMAN CATLETT: Thank you very much.
171
MR. KENNETH B. NEWTON: My name is Kenneth B. Newton, 
from Boston, Massachusetts, and I describe myself as a small in­
vestor. I own stock in General Motors, Sear Roebuck, RCA and a 
few other companies of that type.
I only discovered this meeting yesterday morning, when 
I was in the SEC office in Boston, and the Director called my at­
tention to an article in The Wall Street Journal of yesterday, and 
I’ll read from the last paragraph, in which it states: "Such an 
opinion becomes part of the generally accepted principles binding 
on the nation’s accountants."
Well, I prevail [sic] upon you gentlemen to get together 
and agree on the principles. I have taken the time to read your 
Decision 16, I believe, on pooling of interest versus purchase, 
and Bulletin 17 on goodwill, and then I have taken the time to 
look at a financial statement, such as General Motors, and they 
carry goodwill on their books at $53 million and they write it off 
over ten years, and other companies ignore goodwill, and some don’t 
write it off at all. And that’s just the start of the confusion 
of the investor such as myself.
Then I have read the dissenting opinions of your Board, 
and also the maverick accounting firm that issued many, many bul­
letins that are directly opposed to what you gentlemen have come 
out with. So as a result of reading all of these documents, I as 
an investor defy anyone here to give me a definition of generally 
accepted accounting principles in the United States of America, 
because no one, not even the SEC, can define just what is generally 
accepted.
So I urge you today, since you have had this public hear­
ing and I only found out by accident of it, that you do issue an 
Opinion, whatever it may be -- but get together on it and have uni­
form accounting for the large corporations, because if you start to 
analyze these statements, you become more confused, as you read 
into these statements what you do not agree on, and then if you 
read the footnotes, they become more confusing, and then the public 
accountants themselves do not have a standard, uniform system of 
accounting in this country that we small investors can rely upon to 
decide how we should invest. Thank you.
MR. DEFLIESE: For the record, can you give us your pro­
fessional association?
MR. NEWTON: Well, I’m retired from a large corporation 
and my professional association is a small investor in large cor­
porations, and I’m not sponsored by anyone except myself. [Laughter]
MR. DEFLIESE: Thank you. [Applause]
CHAIRMAN CATLETT: Anyone else?
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MR. HERBERT C. KNORTZ: I’m Herbert C. Knortz, Senior 
Vice President - Controller of ITT.
Most of you will recognize that we are the parent of the 
Hartford Group. I had not planned to present remarks here, but I 
do feel it rather significant and important to bring out several 
points that impressed me in the course of this particular hearing.
Some of you know that since 1949 I have been flying under 
the flag of economic realism, and if you look back at some of those 
old speeches, you will see that I have often used marketable secur­
ities and market value as being a way to get towards economic real­
ism. However, when pursuing my studies of this particular problem, 
I became impressed with the thought that market values are not true 
values. They are not real values. Instead, there is some other 
form of economic value which is what the on-going concern is seeking 
to establish.
In my opinion, market value approaches a liquidation value, 
and I see no reason why liquidation values should be a useful tech­
nique for one single asset within the totality of all other assets. 
This does not mean, of course, that market value should not be ex­
pressed and disclosed. It should be. No question about that:
A second point, gentlemen, that I would like to present 
to you: I do not see how we can contemplate the subject of market­
able equity securities without at the same time having in the back 
of our consideration the valuation techniques which will be appli­
cable in other areas. Now, I do not object to the one-step ap­
proach; that is, draw our broad conclusions and move forward one 
step at a time. That's quite appropriate. But I do think that we 
must make these steps within the framework of some broader con­
sideration .
Now let me address that thought more pointedly to the 
question of bonds and equity securities. Most of us who have 
talked about this subject and most of those who referred to it in 
the hearings of the last few days, have pretty well accepted that 
bonds could be tolerated on a discounted cost basis. Why? Because 
in the back of that concept there was a feeling that discounted 
cost was in some way the true economic value on an on-going concern 
basis.
Now, the discounted cost approach permitted us to identify 
a yield. That yield was a mathematical function of a fixed maturity 
date and a fixed interest rate. It appears to me, on consideration, 
that this valuation of a bond is proper, and it is right, and I go 
along with the life companies who choose to use it. But, the yield 
principle is also applicable elsewhere?
And I think of the somewhat fungible nature of marketable 
securities, particularly if in portfolio, when I say: Why not the 
common stocks as well?
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I conclude then that if I knew a yield, I would use a 
yield. How can one find a yield? A very proper and pertinent 
question!
The best concept that’s been suggested in the meeting, as 
far as I could identify the various expressions of opinion, was that 
history offered some evidence — some useful evidence, some subjec­
tive evidence, some consistent evidence, of what a good yield would 
be on equities -- one which would recognize not a smoothing out of 
income but a recognition of the fact that income does occur in the 
equity type situation somewhat in the manner that it occurs in 
respect to the debt type situation.
So I submit to you, gentlemen, that the test of history 
might well be applied to the acceptance of a yield approach to the 
reporting of our income.
I will offer the caveat, however, that there may be fur­
ther facts from time to time that would contravene or amend the 
strict application of a historic yield. This might come about, 
perhaps, by massive changes in a portfolio. Someone asked whether 
if the prescient manager died, the old yield rate would still apply? 
Well, if it were a significant enough element, I think that might 
be a part of the consideration. But in back of these amendments is 
the concept that an economic yield is a good method of measuring 
the increment in income that occurs on a security.
I was also impressed, gentlemen, with the statement of 
Monumental, where it was expressed that no sound business manager 
representing outside investors could bear the risk of the tremendous 
fluctuations which have been evidenced in the market throughout the 
many years of time in the market. He could not bear the risk, 
whether it was a proper expression or an improper expression of value. 
And so the gentlemen yesterday -- and I can tell you that in our 
corporate conversations we have viewed this possibility -- felt that 
it might be necessary to minimize that risk by other tactics, such 
as completely avoiding investment in common stocks.
Now, a large portfolio probably couldn’t go all the way 
in that direction, but it certainly could change its proportions; 
and if it decreased its proportion to significant degrees, might 
not this have an undesirable effect on the investment market? Would 
the equity securities issued by the various firms listed on the 
Stock Exchange be as productive when they were offered if, indeed, 
they had the inhibition of too much risk, too much variability? I 
think a loss of investor interest might be an effect.
Someone talked in terms of managed earnings. Well, man­
aged earnings are one thing that we basically do not feel that cor­
porations should have the right to produce in their statements. 
We’re quite in agreement with that.
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 One approach to restricting the management of earnings 
is, of course, this yield technique which offers some subjective 
influences, some constraints. But there is another way beyond in­
ternal management action that you can get managed earnings, gentle­
men -- and don’t forget it -- that’s the managed earnings which 
come from outside influences, whether those be economic effects, 
political effects, or, indeed, the management of stock prices that 
has been known to exist.
I submit to you: Would you as a common shareholder rather 
have your managed earnings from within the firm acting in your in­
terests, or from without the firm acting in someone else’s inter­
ests? Which evil would be the worst?
So there are two elements of "management," that you gen­
tlemen must consider not just one. I submit to you, that we can 
avoid managed earnings by accepting the yield factor. The yield 
factor is, in my judgment, somewhat an expression of true economic 
values and not the realization values, the liquidation values, that 
the market value is.
Gentlemen, our Corporation stands for economic realism 
as the target, clarified, of course, by adequate disclosure. I 
thank you.
CHAIRMAN CATLETT: Thank you. Any questions? [There 
were none.] Thank you very much.
Anyone else who would like to make a comment? In fact 
if there is anyone who appeared earlier, particularly in the early 
part of the program, who would like to make a comment in view of 
the later discussion, please feel free to do so. [No one responded.]
This completes our hearing. I want to thank all of the 
participants in behalf of the Accounting Principles Board for coming 
and being of assistance to us in studying this problem.
MR. DEFLIESE: Before you leave, let me make just a few 
announcements.
As I said yesterday, we will have a complete printing of 
the public record involved, including all of the papers submitted, 
and it will be available at a nominal fee which has yet to be de­
termined, depending upon the number of subscriptions we have. We, 
of course, will ask those who have already participated whether 
they intend to receive copies and subscribe. There may be some 
of you in the audience who have not done so, or are not part of 
this participation, and would like to receive information concern­
ing the availability of this record. If this is the case, would 
you please put your name and address on a piece of paper and hand 
it to Mr. Sempier as you leave, so we might know who might have an 
interest in receiving such a copy.
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On behalf of the Boards again, thank you for participating 
in this proceeding. I can assure you that it will receive the utmost 
consideration on the part of the Board.
[The meeting adjourned at four o’clock.]
